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A CLOSER LOOK: THE INSPECTORS GENERAL
ADDRESS WASTE, FRAUD, ABUSE IN
FEDERAL MANDATORY PROGRAMS

WEDNESDAY, JULY 9, 2003

HOUSE OF REPRESENTATIVES,
COMMITTEE ON THE BUDGET,
Washington, DC.

The committee met, pursuant to call, at 10:05 a.m. in room 210,
Cannon House Office Building, Hon. Jim Nussle (chairman of the
committee) presiding.

Members present: Representatives Nussle, Gutknecht, Thorn-
berry, Ryun, Hastings, Schrock, Brown, Putnam, Wicker, Bonner,
Garrett, Barrett, Diaz-Balart, Hensarling, Brown-Waite, Spratt,
Moran, Neal, DeLauro, Thompson, Baird, Cooper, Emanuel, Davis,
Majette, and Kind.

Chairman NUSSLE. Good morning. If our guests and staff could
take seats. This is the full committee hearing that we are titling
“A Closer Look: The Inspectors General Address Waste, Fraud, and
Abuse in the Federal Mandatory Programs.”

Today we have a number of excellent witnesses to discuss this
topic. We have the Honorable Phyllis Fong, Inspector General of
the Department of Agriculture; we have the Honorable John Hig-
gins from the Department of Education; we have Dara Corrigan,
from the Department of Human Services, she is the Acting Prin-
cipal Deputy Inspector General; and the Inspector General from
the Department of Transportation, Kenneth Mead. We welcome all
of you to the Budget Committee.

Let me open the hearing with just a few general remarks. A fair
description of the Budget Committee, at least one that I use with
my constituents back home, is that we are the architects and to
some extent the general contractors of the Federal budget. Drafting
the budget resolution is possibly akin to coming up with a blue-
print. There are others who do the finishing work and the plas-
tering and the painting and the carpentry and the plumbing, but
we try and lay it out in a big picture format so that the American
people can see the priorities come to life.

And in this year’s budget resolution we included instructions for
every committee, both House and Senate, to identify waste, fraud,
and abuse within their mandatory spending programs. It is why
this committee joined with the leadership, and committee chairmen
have publicly announced their commitment to ending the tolerance
for waste within the Federal budget and the Federal Government.
It is why a few weeks ago we heard from the Comptroller General,
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who shared with us several interesting examples of very substan-
tial waste within the government found by the General Accounting
Office in programs, and gave us some ideas on ways to improve in
providing additional routine government oversight.

I am happy to report that several of my fellow chairmen and
their committees have already responded to the effort that we ush-
ered in this year, including the House Veterans’ Affairs Committee
and Government Reform and Oversight. Also, both the Energy and
Commerce and Ways and Means Committee have had waste, fraud,
and abuse hearings.

And, in fact, just—our last vote before we left for the Fourth of
July recess, in, I believe Title 3 of the Medicare Reform and Mod-
ernization Bill, we eliminated $33 billion worth of waste, fraud,
and abuse within the mandatory program of Medicare.

General Walker noted within our last hearing that a periodic re-
examination and reevaluation of the government’s activities has
never been more important than it is today. Our Nation faces long-
term fiscal challenges, increased pressure from world events, and
increased demands from the American public for modern organiza-
tions and workforces that are responsive and agile, accountable and
responsible. In other words, pressure on our government and its re-
sources is growing, and it is continuing to grow. We have a spend-
ing deficit. Reducing waste in the government has got to be a con-
tinuing effort and one that we do, not because it makes headlines
or because it is politically attractive, but because it is our job.

Today’s hearing is another step in that process. On June 23, I
sent letters to the Inspectors General of all of the major agencies
governed by the Chief Financial Officers Act, requesting that they
submit testimony describing problems within their agencies, and
today we will hear from four. And I thank all of them for being
here and sharing their ideas.

I also want to make a couple of other points. Why are we focus-
ing on mandatory spending? The answer is that, as we discussed
in the last hearing, it is a matter of 55 percent of the entire budget
comes from mandatory spending. We will during the month of July
spend a number of hours on the floor haggling and arguing and de-
bating over a million here and a million there; and, yes, it does add
up to real money.

But if you look at the budget, you can see that the real money
is in the mandatory as opposed to the discretionary programs. And
unlike discretionary spending, which is subject every year to the
appropriations process, and where there is a built-in process for re-
view, there is no built-in process for review of the mandatory
spending initiatives. The spending is automatic. It just continues,
typically with large annual increases in the budget, as you can see
from the chart that we have up in front of us now.

Second, there was concern raised at our last hearing that we are
only going after programs for low income or disadvantaged people
in our Nation. Obviously that is not the case. Medicare, for exam-
ple, is not a poverty program. Neither are veterans benefits or farm
programs. Yet, we are looking for waste in all of these areas. It is
a disservice to our veterans and our farmers and our seniors to
waste even a penny in these programs and not apply it to benefits
that are needed in order to make ends meet in many instances.
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Let me just make one other observation. I am not the first one
to say that our tax code is a mess and needs to be reformed. And
while the tax code is not part of the mandatory spending, I believe
that it is too complex and unpredictable. We have seen wild swings
in revenue projections. That is not the discussion for today’s hear-
ing, but it is clear that our tax code, as part of the overall budget
blueprint and design, needs attention as well.

So while we may differ on spending concerns and priorities, there
is not one of us that sits at this hearing today that would disagree
that a dollar wasted is inappropriate within our Federal budget
and our Federal Government. I appreciate the work of the Inspec-
tors General, because they oftentimes labor in absentia and ano-
nymity without having the opportunity often for some of their work
to get the spotlight and get the attention that it needs.

We are going to try and do that to some extent today. It should
not end with this hearing. We appreciate the work that you do, and
we want to have the opportunity to examine some of it today. We
welcome you.

[The prepared statement of Mr. Nussle follows:]

PREPARED STATEMENT OF HON. JIM NUSSLE, A REPRESENTATIVE IN CONGRESS FROM
THE STATE OF IowA

Good Morning. Let me open this hearing with a few general remarks.

A fair description of the Budget Committee is that we are the architects and gen-
eral contractors of the Federal budget architects in drafting the congressional budg-
et resolution, which we often call the “blueprint” for our tax and spending decisions;
and general contractors in monitoring the spending bills that come through Con-
gress, to make sure they conform with the specifications laid out in the budget.

To push the metaphor a step farther, the structure also needs good maintenance
after it’s built. In budgetary terms, we have an obligation to make sure that once
the spending is approved by Congress that it doesn’t get wasted; that the taxpayers
don’t get ripped off by those who would cheat the system; and that it isn’t inten-
tionally misused by the people who handle it.

That is why this year’s budget resolution included instructions for every com-
mittee both House and Senate to identify waste, fraud, and abuse in their manda-
tory spending programs.

It is why this committee, joined by House Republican leadership and committee
chairmen, publicly announced our commitment to ending the tolerance for waste.

It’s why, a few weeks ago, we heard from the Comptroller General, who shared
with us several examples of the substantial waste the General Accounting Office has
found in government programs, and who reminded us of the great importance of im-
proving and maintaining routine government oversight.

I'm happy to report that several of my fellow chairmen and their committees have
already responded to this effort, including the House Veterans’ Affairs and Govern-
ment Reform. Both the Energy and Commerce and Ways and Means committees
have waste, fraud, and abuse hearings scheduled. It is a good start.

And as General Walker noted at our last hearing, “Periodic reexamination and re-
valuation of government activities has never been more important than it is today.
Our Nation faces long-term fiscal challenges; increased pressure *** from world
events; and increased demands from the American public for modern organizations
and workforces that are responsive, agile accountable and responsible * * *”

In other words, pressure on our government and its resources is growing, and it’s
going to continue to grow. This effort to get our oversight up to speed cannot be
a one-time or short-term project.

Reducing waste in government has got to be a continuing effort. And, one that
we do, not because it makes headlines, or because it’s politically attractive, but be-
cause it’s our job.

Today’s hearing is another step in that process.

On June 23, I sent letters to the Inspectors General of all the major agencies gov-
erned by the Chief Financial Officers Act requesting that they submit testimony de-
scribing problems in their respective agencies.

Today, we will hear from several of them directly. I am happy to welcome:
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¢ Phyllis K. Fong, Inspector General, Department of Agriculture;

¢ John P. Higgins Jr., Inspector General, Department of Education;

e Dara Corrigan, Acting Principal Deputy Inspector General, Department of
Health and Human Services;

¢ Kenneth M. Mead, Inspector General, Department of Transportation.

I thank you all for being here.

A few other points are worth making or repeating as well.

First, why are we focusing on mandatory spending? The answer, as we discussed
at the last hearing, is because it accounts for more than half—55 percent, in fact—
of our total budget.

And unlike discretionary spending, which is subject to review every year by the
Appropriations Committee, mandatory spending has no built-in process of review.
The spending is automatic, it just continues typically with a large annual increases
in the budget as you can clearly see from this chart.

Second, there was a concern raised at our last hearing that we were only going
after programs for low income or disadvantaged people. Obviously, this is not the
case.

Medicare, for example, is not a poverty program. Neither are veterans benefits,
or farm programs. Yet we're looking for waste in all of these areas.

Of course, many of the larger mandatory programs are for lower-income people
such as food stamps and Medicaid and the Earned Income Tax Credit. But if there’s
waste in these programs, it means a lot of money is not reaching the people it was
intended to help. So yes, that has to stop.

Finally, there were a lot of questions at our last hearing concerning corporate tax
provisions. Some Members wondered why we weren’t concentrating more on those.
And don’t get me wrong, I'm not the first one to say our tax code is a mess and
needs to be reformed. The tax code is too complex and too unpredictable as we have
seen with the wild swings in revenue projections.

But that discussion is not the purpose of these hearings. Today is about fur-
thering the effort to identify and eliminate the billions of dollars wasted each year
in our Federal mandatory programs.

And while we all may differ on spending concerns and priorities I'm certain that
we can all agree that there should be no tolerance for waste. Reducing it, and if
possible, eliminating it, is a goal we should all share.

I appreciate the work the Inspectors General have already done on this matter,
and I look forward to hearing your testimony today.

Thank you.

Chairman NUSSLE. And I now ask Mr. Spratt if he has any open-
ing comments.

Mr. SPRATT. Thank you, Mr. Chairman.

I want to echo what our chairman has said, and reemphasize
once again that Democrats wholeheartedly support efforts to elimi-
nate waste, fraud, and abuse. That is why Democratic Congresses
past and Democratic presidents signed into law bipartisan reforms
like the Inspector General Reform Act of 1978 and the Government
Performance and Results Act of 1993.

And that is why we are eager to hear from today’s panel of IGs
about the progress you have made in rooting out waste, fraud, and
abuse and protecting the Federal FISC and about what more can
be done in the future.

I have to say that I am a bit surprised that a major area of
waste, fraud, and abuse is not within the scope of the panel that
comes here today. And let me say to the committee that I don’t
think any comprehensive effort to root out waste, fraud, and abuse
can overlook the elephant in the room; that is, the Pentagon with
its $400 billion budget.

Just last January in its report, the General Accounting Office,
dealing with the Department of Defense, found that quote, “long-
standing financial management problems adversely affect DOD’s
ability to control costs, ensure basic accountability, anticipate fu-
ture costs and claims on the budget, measure performance, main-
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tain funds control, prevent fraud, and address pressing manage-
ment issues.” that covers just about the whole spectrum of manage-
ment responsibility.

And let me say, as someone who worked 2 years for the comp-
troller for the Department of Defense, the problems that existed 35
years ago, still exist today, and we absolutely have to face up to
them if we are in earnest about dealing with waste, fraud, and
abuse.

In fact, if you stop the average person on the street, or for that
matter, the average Congressman and ask him or her what would
be the instances of waste, fraud, and abuse that they would point
to, everybody would recall the $600 toilet seat cover for the PC—
3. Everybody will recall the $200 allen wrench, and case after case
after case.

There is no question about it, we can’t help but deal with this
problem, and I think that the panel today is—conspicuously absent
from the panel today is somebody from DOD. I know we are just
dealing with mandatory spending, but let’s not forget that half of
all discretionary spending gets spent by the Pentagon—and some
of it not spent well.

I would also remind the committee again, as the chairman did,
the waste, fraud, and abuse that exists on the tax side of the gov-
ernment’s ledger. We need to consider carefully the savings that
can be realized by reducing legal and illegal tax avoidance, by reex-
amining abusive practices like offshore corporate tax shelters and
many more.

We look forward to the testimony today and appreciate the fact
that the committee called the witness we recommended, Dr. Leon-
ard Burman, who will address this particular area of abuse, which
is enormous. Nevertheless, while noting all of these concerns, I
want to underscore our support for the whole effort of tackling
waste, fraud, and abuse in the Federal Government.

We welcome our witnesses. We are appreciative of the work you
do as our watchdogs, and we look forward to your testimony.

Chairman NUSSLE. Thank you, Mr. Spratt. I would just share
with you, Mr. Spratt, and the rest of the committee, I received a
letter in response to a question I asked Secretary Rumsfeld at one
of our briefings here.

Recently I complained to him, and again while this is not a man-
datory program, and the subject of today’s hearing, I complained to
him that we still have not been able to account for some of the
money in the supplemental funds appropriated as a result of the
September 11 attacks. And I will provide this for the record, but
as he responds to me, he says, “As you know, the accounting sys-
tems of the Department have long needed consolidation and mod-
ernization. With respect to supplemental appropriations, though,
we have initiated several procedures to account for all funding re-
ceived.”

[The information referred to follows:]
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LETTER SUBMITTED FOR THE RECORD BY MR. NUSSLE, FROM THE
SECRETARY OF DEFENSE, DONALD RUMSFELD

DEPARTMENT OF DEFENSE,
July 1, 2003.

DEAR CONGRESSMAN NUSSLE: You mentioned in a meeting last month that the
Department of Defense has been unable to account for some of the money in supple-
mental funds appropriated since September 11, 2001.

As you know, the accounting systems in the Department have long needed consoli-
dation and modernization. With respect to supplemental appropriations, though, we
have initiated several procedures to account for all funding received. Our fiscal year
2003 spending plan to Congress will highlight the accounting of these funds. Dr.
Dov Zakheim, Under Secretary of Defense (Comptroller), is available to brief you
and your staff in greater detail.

Sincerely,
DONALD RUMSFELD,
Secretary of Defense.

Chairman NUSSLE. In other words, they still have not been able
to account for them. We will have a hearing on this in September
and delve into this a little bit further. But, again, and I will be glad
to share this with you and we will continue to delve into this, as
far as I am concerned, there is no stone that should go unturned.

But, as is the focus today, we want to try and hone in slightly
on the mandatory side of the ledger. I would just note that some
of the witnesses had indicated that they have got so much that
they have in their areas of jurisdiction that they wanted just a lit-
tle bit more time on the shot clock. So we have put on 10 minutes
on our new shot clock that we have for you. I don’t know if the rest
of you can see it, but the members can see our new device. I don’t
know if that is to try and rein us in or not. But we will see how
it works.

At any rate, we would invite our witnesses to go into slightly
more detail than usual, just because we know this is not only com-
plex, but there are a number of stones to turn over. I believe that
we are going in order.

STATEMENTS SUBMITTED FOR THE RECORD OF HON. JOSEPH
E. SCHMITZ, INSPECTOR GENERAL, U.S. DEPARTMENT OF
DEFENSE; HON. JOHNNIE E. FRAZIER, INSPECTOR GENERAL,
U.S. DEPARTMENT OF COMMERCE; HON. DANIEL R.
LEVINSON, INSPECTOR GENERAL, U.S. GENERAL SERVICES
ADMINISTRATION; HON. GORDON S. HEDDELL, INSPECTOR
GENERAL, U.S. DEPARTMENT OF LABOR; HON. KENNETH M.
DONOHUE, INSPECTOR GENERAL, U.S. DEPARTMENT OF
HOUSING AND URBAN DEVELOPMENT; HON. EARL E.
DEVANEY, INSPECTOR GENERAL, U.S. DEPARTMENT OF THE
INTERIOR; HON. GLENN A. FINE, INSPECTOR GENERAL, U.S.
DEPARTMENT OF JUSTICE; HON. HUBERT T. BELL, INSPEC-
TOR GENERAL, U.S. NUCLEAR REGULATORY COMMISSION;
HON. PATRICK E. MCFARLAND, INSPECTOR GENERAL, U.S.
OFFICE OF PERSONNEL MANAGEMENT; HON. JAMES G.
HUSE, JR., INSPECTOR GENERAL, U.S. SOCIAL SECURITY AD-
MINISTRATION; HON. ANNE M. SIGMUND, ACTING INSPEC-
TOR GENERAL, U.S. DEPARTMENT OF STATE; HON. PAMELA
J. GARDINER, DEPUTY INSPECTOR GENERAL FOR AUDIT,
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U.S. TREASURY INSPECTOR GENERAL FOR TAX ADMINIS-
TRATION; HON. EVERETT L. MOSLEY, INSPECTOR GENERAL,
U.S. AGENCY FOR INTERNATIONAL DEVELOPMENT; HON.
RICHARD J. GRIFFIN, INSPECTOR GENERAL, U.S. DEPART-
MENT OF VETERANS AFFAIRS.

PREPARED STATEMENT OF HON. JOSEPH E. SCHMITZ, INSPECTOR GENERAL,
U.S. DEPARTMENT OF DEFENSE

Mr. Chairman and members of the committee: Thank you for the opportunity to
provide the views of the Office of the Inspector General of the Department of De-
fense (DOD) regarding fraud, waste, and abuse in various mandatory spending pro-
grams within the DOD, specifically the TRICARE and the military retirement pay
and survivor benefit programs.

TRICARE
BACKGROUND

For fiscal year 2003 Congress appropriated $14.8 billion for the Defense Health
Program. Of that amount approximately $6.9 billion is spent for purchased health
care to include pharmacy, TRICARE managed care support contracts, and other
purchased health care. In addition to the Defense Health Program appropriation,
DOD estimates that it will spend approximately $4.1 billion from the DOD Medicare
Eligible Retiree Health Care Fund in fiscal year 2003 for recently enacted benefits,
including $3.3 billion for purchased care.

TRICARE, formerly known as the Civilian Health and Medical Program of the
Uniformed Service (CHAMPUS), is a regionally managed health care program for
active duty and retired military members of the uniformed services, their families,
and survivors. TRICARE is administered by the Assistant Secretary of Defense for
Health Affairs and governed by Title 32 C.F.R. Section 199. TRICARE consolidates
the health care resources of the Army, Navy, Air Force, and Marine Corps and sup-
plements them with networks of civilian healthcare professionals to provide better
access and high quality service while maintaining the capability to support military
operations. TRICARE is being implemented throughout the United States, Europe,
Latin America, and the Pacific as a way to:

Improve overall access to health care for beneficiaries;
Provide faster, more convenient access to civilian health care;
Create a more efficient way to receive health care;

Offer enhanced services, including preventive care;

Provide choices for health care; and

Control escalating costs.

The TRICARE Program serves over 8.6 million beneficiaries. Those who are eligi-
ble for TRICARE benefits are:

¢ Active duty members and their families;

¢ Retirees and their families; and

¢ Survivors of all uniformed services members who are not eligible for Medicare.

MAGNITUDE OF HEALTH CARE RELATED INVESTIGATIONS

Since fiscal year 2000, the Defense Criminal Investigative Service (DCIS), the
criminal investigative arm of the Office of Inspector General, has initiated 427
health care related investigations. During the same period $45,082,821 in recoveries
was returned to TRICARE as a result of DCIS investigative efforts, often in concert
with other investigative agencies. During this period of time health care related in-
vestigations have comprised approximately 16 percent of the total number of inves-
tigations initiated by DCIS.

NATURE AND HISTORY OF THE PROBLEM

Since 1981, DCIS has participated in many health care fraud investigations,
projects and undercover operations within the United States and abroad to thwart
a myriad of health care related schemes. DCIS has established a broadband of co-
operation with the TRICARE Management Activity and other Federal, State and
local law enforcement agencies to actively investigate health care related fraud. In
many locations, our efforts have resulted in the creation of Joint Healthcare Fraud
Task Forces under the direction of the applicable United States Attorney. Our mu-
tual goal is to identify trends, programs, processes, providers and individuals who
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commit acts that are conducive to fraud, waste, and abuse in the TRICARE Pro-
gram and related health plans.

DCIS has identified several significant areas in which TRICARE has been victim-
ized. Although some systematic schemes have been curtailed, other vulnerable areas
of the medical industry still need to be pursued.

A growing concern within the medical industry is the dramatic increase in “harm
to patient” cases. With the development of significantly more powerful, highly ad-
dictive narcotics, over prescription of these drugs by TRICARE providers (or any
other doctors) could have devastating effects. For example, in February 2002, a
TRICARE provider was convicted of four counts of manslaughter, five counts of drug
trafficking, and one count of racketeering, in connection with the deaths of five pa-
tients, who overdosed on drugs that had been prescribed by the provider, who was
sentenced to 755 months incarceration. This case generated a great deal of national
media attention.

Another area of concern is corruption and kickbacks within the medical arena,
which undermine the entire healthcare system and jeopardize the health and safety
of TRICARE recipients. Corruption, in terms of kickbacks, is a serious crime and
a major impediment to the proper administration of the TRICARE Program.
TRICARE has a strict prohibition against the payment for patient referrals. For ex-
ample, a $486 million global settlement was reached with a medical corporation
headquartered in Lexington, MA. The settlement was the result of a 5-year, multi-
agency investigation into allegations that the corporation conspired to defraud the
United States through the submission of false claims and the payment of kickbacks
to healthcare providers for the payment of patient referrals. This remains an area
of interest for DCIS.

TRICARE provider fraud continues to be fertile ground for criminal investigators
to uncover new systematic ways to commit fraud. Since 1981 DCIS has opened 869
cases involving provider fraud. Those providers that choose to deceive and commit
fraud against the DOD will continue to be investigated. Recently a medical doctor
was sentenced in U.S. District Court in Kansas City, KS, to 72 months incarceration
and 36 months of supervised probation upon release. The scheme to defraud in that
case included subjecting TRICARE patients, and others, to: unnecessary surgery;
billing for multiple complex surgical procedures that could not have performed; and
falsifying tests to justify the surgeries. The provider was found guilty in a jury trial
on 33 counts of health care fraud, 7 counts of mail fraud, and three counts of per-
jury.

A less pronounced area of fraud that has decreased over the years is fraud involv-
ing active duty military family members, retirees or ineligible recipients. Since 1981
DCIS has initiated 180 cases involving the aforementioned case categories and rep-
resents a fraction of the total case inventory. Beneficiary fraud is typically inves-
tigated by the Military Criminal Investigative Organizations (MCIO’s), and there is
little need for DCIS involvement.

ACTIONS BEING TAKEN TO ELIMINATE OR REDUCE TRICARE PROBLEMS

DCIS has historically taken a proactive approach to the detection, investigation,
and prevention of health care fraud impacting DOD. DCIS has aggressively pursued
proactive investigative projects and undercover operations, and has been an active
participant in a number of health care fraud task forces as well as the National
Healthcare Anti-Fraud Association (NHCAA). DCIS participation in these proactive
efforts has been a major factor in the successful resolution of significant health care
related investigations impacting the DOD.

ADDITIONAL ACTIONS REQUIRED

Despite returning more than $45 million to TRICARE, DCIS has received little
additional funding to further its investigations into allegations of health care fraud
impacting the DOD. While other law enforcement organizations have the ability to
receive a portion of the monetary recoveries resulting from healthcare fraud inves-
tigations,! including many conducted by DCIS, DCIS has no direct ability to recover
any of these funds. Were Congress to approve a system of sharing investigative re-
coveries resulting from DCIS investigations with DCIS, this Office of Inspector Gen-

1The Health Insurance Portability and Accountability Act of 1996 (42 USC Sec. 1320a—7c(b),
Fraud and abuse control program) provides that the “Inspector General of the Department of
Health and Human Services is authorized to receive and retain for current use reimbursement
for the costs of conducting investigations and audits and for monitoring compliance plans when
such costs are ordered by a court, voluntarily agreed to by the payor, or otherwise.”
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eral would be able to more effectively participate in ongoing and future efforts to
combat fraud, waste, and abuse in the TRICARE Program.

MILITARY RETIREMENT PAY AND THE SURVIVOR BENEFITS PROGRAM (SBP)
BACKGROUND

Military service members who remain on active duty or serve in the Reserves or
National Guard for a sufficient period of time may retire and receive retired pay.
Generally, members who remain on active duty for 20 or more years are eligible for
retirement under Title 10, United States Code, Sections 3911 through 3929. The pri-
mary survivor benefit applicable to survivors of military retirees (and, in some situ-
ations, active duty members) is the Uniformed Services Survivor Benefit Plan (SBP).
The SBP is a benefit program authorized under Title 10, United States Code, Sec-
tions 1447 through 1455. The SBP is designed to make-up for retirement income
lost by survivors of deceased military retirees as a result of the death of the military
retiree.

The Military Retirement Fund has a total liability of $730 billion as of September
30, 2002. Of this amount $554 billion is unfunded. For the last 5 years the Military
Retirement Fund has been audited by and has received an unqualified opinion from
the public accounting firm of Deloitte & Touche, LLP, under the oversight of this
Office of Inspector General. This unqualified opinion is the only unqualified opinion
that the Department received during the last fiscal cycle on a major DOD financial
statement.

MAGNITUDE OF THE FRAUDULENT RETIREMENT AND SBP PAYMENTS PROBLEM

In fiscal year 2002, there were approximately 1.6 million military retirees and
267,000 individuals receiving survivor benefits. DOD spent approximately $35 bil-
lion in fiscal year 2002 for benefits to military retirees and survivors. Since fiscal
year 2000, the DCIS has initiated 27 cases and recovered approximately $587,495
in total monetary recoveries relative to investigations involving allegations of fraud-
ulent military retirement and SBP payments. The average alleged dollar loss con-
cerning these cases was approximately $31,559. As evidenced by the above statis-
tics, the potential impact of fraud in the area of military retirement pay and SBP
is relatively small and, accordingly, investigations into these types of allegations
represent a very small percentage of the total workload of the DCIS (as measured
by dollars received).

NATURE AND HISTORY OF THE PROBLEM

The Defense Finance and Accounting Service (DFAS) administers retired military
pay, including payments under the SBP. As a part of the process of making such
payments, DFAS requires that retirees or their survivors complete a Certificate of
Eligibility (COE) in order to continue to receive annuity payments without interrup-
tion. According to the DFAS guide to survivor benefits, dated November 2002, a
COE is sent to annuitants each year prior to their birthday. If the COE is not re-
turned within 90 days, the account will be suspended.

Since 1994, auditors from this Office of Inspector General and DCIS Special
Agents have supported Operation Mongoose, an internal control initiative of the
then Deputy Secretary of Defense involving the use of computer matching tech-
niques to detect fraud in DOD financial systems, including the area of military re-
tiree pay and the SBP. This initiative uses the combined efforts of the DFAS, the
Defense Manpower Data Center, and this Office of Inspector General to develop
fraud indicators that can be used to spot discrepancies among various automated
systems. For example, Operation Mongoose compared active military retiree pay and
SBP annuitant accounts to death indices maintained by the U.S. Social Security Ad-
ministration (SSA). The comparison of these two automated systems identified nu-
merous instances of potential fraudulent payments and resulted in several DCIS
case initiations.

Some cases initiated as a result of this proactive initiative have successfully un-
covered large scale criminal activity and resulted in significant criminal prosecu-
tions. For example, an investigation was initiated based on allegations that a mili-
tary retiree had continued to receive full retirement benefits for 12 years after his
death on January 17, 1987, totaling $186,866. Investigation disclosed that the retir-
ee’s daughter continued to receive the full military retirement payment, which was
electronically transferred to a joint bank account held by the retiree and his daugh-
ter. No death notifications were ever provided to DFAS and the retiree’s daughter
never removed the retiree’s name from the account after his death.
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Another investigation was initiated based upon allegations that a military retiree
continued to receive his full retirement benefit for many years after his death in
March 1990. The investigation determined that DFAS paid the deceased retiree ap-
proximately $100,509 after his death. It was later determined that the retiree’s
daughter had received the payments knowing that she was not entitled to them and
she subsequently pleaded guilty and was ordered to pay $100,509 in restitution to
the U.S. Government.

However, more often than not, these investigations involve relatively small dollar
amounts. Cases initiated between October 1, 1997, and the present involved an av-
erage alleged loss of approximately $32,877. Most of these investigations (85 per-
cent) failed to undercover sufficient evidence of criminal intent to warrant prosecu-
tion and many were ultimately settled administratively based on publicly available
information. For example, an investigation was initiated based on information re-
ceived from Operation Mongoose that indicated a retiree had continued to receive
full retirement benefits for several months after his death in February 1997. A Cer-
tificate of Eligibility was sent to the last known address of the retiree after his
death. Information subsequently obtained from the U.S. Department of Treasury re-
vealed that the checks that had been mailed to the retiree’s last known address had
never been cashed. The Military Retirement Trust Fund was subsequently credited
f(fr t<}ile amount of the unnegotiated Treasury checks and the investigation was
closed.

While DFAS requires that a COE be completed and returned annually by annu-
itants who are receiving military retirement or SBP payments, anecdotal evidence
uncovered during the course of DCIS investigations suggests that this process does
not effectively prevent erroneous or fraudulent payments from being made. For ex-
ample, an investigation was initiated based upon information received through Op-
eration Mongoose indicating that the spouse of a military retiree had continued to
receive payments under the SBP for more than a year after the spouse’s death in
February 1998. The payments were suspended for several months in 1998 after the
spouse failed to return a COE. However, the payments were resumed when a COE
was received that ostensibly had been signed by the deceased retiree’s SBP annu-
itant. The investigation ultimately disclosed that the annuitant’s son had forged the
COE causing DFAS to fraudulently pay an additional $20,096 in benefits that would
not have otherwise been paid. This case example is illustrative of a basic flaw in
the system that fails to require a positive identification by military retirees and SBP
annuitants such as a signature guarantee similar to that which is required by many
private financial entities before executing a routine financial transaction relative to
a customer’s account.

ACTIONS BEING TAKEN TO ELIMINATE OR REDUCE THESE PROBLEMS

The DCIS continues to maintain effective liaison with Operation Mongoose. Addi-
tionally, DCIS continues to investigate allegations of significant fraud in the area
of retiree pay and SBP annuities. However, consistent with the DOD’s emphasis on
the international war on terror, the DCIS has dedicated significant resources to the
prevention, detection, and prosecution of terrorism-related matters impacting the
DOD. Consequently, fewer investigative resources are now available to devote to the
investigation of criminal conduct with a relatively low monetary impact, such as
fraudulent retirement and SBP payments.

ADDITIONAL ACTIONS REQUIRED

Although DFAS regulations require that a COE be completed annually, there are
numerous examples in the DCIS case inventory where payments were made for
years without the completion of the required COE. Additionally, when COEs were
sent to annuitants, there was nothing to prevent an unauthorized person from forg-
ing the annuitant’s signature, mailing it in, and continuing to receive payments
under false pretenses. A statutory requirement that COEs must be completed annu-
ally in order to receive benefits would carry more weight than DFAS’ current admin-
istrative requirement and might ensure that such certifications are accomplished.
Additionally, requiring some form of positive identification, such as a signature
guarantee, relative to the execution of COEs would likely reduce the number of
forged COEs that result in fraudulent payments being made.

Additionally, retiree military identification cards are presently issued without an
expiration date. Issuing retirees military identification cards with expiration dates
would require retirees to positively confirm their status on a periodic basis and
serve as a secondary control to ensure that payments do not continue for years be-
yond a retiree’s death.
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DCIS STAFFING LEVELS AND POST SEPTEMBER 11, 2001 COMMITMENTS

After the events of September 11, 2001, the mission of the DCIS, like most Fed-
eral law enforcement agencies, changed radically. In response to those events, DCIS
modified its operational goals and objectives to be consistent with those of the de-
partment by establishing anti-terrorism efforts as a top priority. Pursuant to a post-
9/11 “memorandum of understanding” with the Federal Bureau of Investigation,
DCIS has 39 agents assigned full-time and an additional 51 agents assigned part-
time to 66 Joint Terrorism Task Forces (JTTF) throughout the country. The realign-
ing of priorities has coincided with an approximate 17 percent decline in authorized
and on-board agent staffing levels. Increased responsibilities combined with a sig-
nificant decrease in available resources have had a profound impact DCIS oper-
ations and our ability to conduct investigations into allegations of fraudulent con-
duct within the DOD. In order for DCIS to resume its pre-9/11 level of involvement
in the detection, investigation, prosecution, and prevention of fraudulent activity im-
pacting the DOD, it is critical that the Congress provide the necessary funding to
support additional full-time equivalent positions for the DCIS.

CONCLUSION

In conclusion, I would like to thank the chairman and the members of this com-
mittee for the opportunity to present this testimony here today. Notwithstanding
the increased demand on the limited resources available to this Office of Inspector
General, we have continued to enjoy a high level of success relative to important
issues affecting the Department. Fraud, waste, and abuse continue to pose signifi-
cant threats to the readiness and capabilities of the DOD, and we remain committed
to the detection, investigation, and prevention of any matter posing such significant
threats to the Department.

PREPARED STATEMENT BY HON. JOHNNIE E. FRAZIER, INSPECTOR GENERAL,
U.S. DEPARTMENT OF COMMERCE

Mr. Chairman and members of the committee, I appreciate the opportunity to pro-
vide the following information about the Department of Commerce’s mandatory
spending programs.

The Department of Commerce’s annual budget authority is in excess of $5 billion;
mandatory spending programs represent less than 2 percent of that total. The
schedule below summarizes the Department’s mandatory and discretionary budget
authority for the past 3 fiscal years.

DEPARTMENT OF COMMERCE BUDGETARY AUTHORITY

[In thousands of dollars]

Fiscal year Mandatory Discretionary Total

2000 $80,397 (0.9%)  $8,672,943 (99.1%) $8,753,340
2001 $75,900 (1.5%)  $5,098,304 (98.5%) $5,174,204
2002 $104,861 (1.9%)  $5,441,015 (98.1%) $5,545,876

Following is a list of the audit work we have conducted during those years that
is related to the Department’s mandatory spending programs:

FINANCIAL STATEMENTS AUDITS

¢ Fiscal year 2000 Department of Commerce Consolidated Financial Statements
Audit (Report No. FSD-12849-1, 3/01).

* Fiscal year 2000 National Oceanic and Atmospheric Administration Financial
Statements Audit (Report No. FSD-12855-2, 3/01).

* Fiscal year 2000 Bureau of the Census Financial Statements Audit (Report No.
FSD-12850-2, 3/01).

¢ Fiscal year 2001 Department of Commerce Consolidated Financial Statements
Audit (Report No. FSD-14474-2, 2/02).

* Fiscal year 2001 National Oceanic and Atmospheric Administration Financial
Statements Audit (Report No. FSD-14475-2, 2/02),

* Fiscal year 2001 Bureau of the Census Financial Statements Audit (Report No.
FSD-14473-2, 2/02).

¢ Fiscal year 2002 Department of Commerce Consolidated Financial Statements
Audit (Report No. FSD-15214-2, 1/03).
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OTHER AUDITS

¢ Departmental Fund Management Practices Need Improvement Audit (Report
No. FSD-14271, 9/01).

No problems specific to any of the Department’s mandatory spending programs
were detected in this audit work.

This concludes my written statement. If you need additional information, please
do not hesitate to contact me.

PREPARED STATEMENT OF HON. DANIEL R. LEVINSON, INSPECTOR GENERAL,
U.S. GENERAL SERVICES ADMINISTRATION

Dear Mr. Chairman, thank you for the opportunity to provide to the committee
information regarding the nature and scope of waste, fraud, and abuse within pro-
grams and operations of the General Services Administration (GSA). As further re-
quested, I will also discuss actions taken to eliminate or reduce these problems.

For clarification, GSA does not have major mandatory spending programs.! In-
stead, GSA is principally a service organization whose mission is to help Federal
agencies by arranging for the acquisition of goods, services and facilities they need
to carry out their own unique program missions. Agency operations are under-
written from the fees received from customer agencies supplemented by small
amounts of appropriated funds covering some administrative and staff costs.

THE GSA ORGANIZATION AND PROGRAMS

I believe it is useful to the understanding of the issues to first explain the nature
and size of GSA’s major programs.

Federal Supply Service. The Federal Supply Service (FSS) has more than 10,000
commercial suppliers under contract ready to provide Federal customers any one of
over 4 million products and services when needed. In 2002, this contract program
generated over $21 billion in sales. In addition, FSS also manages a $1 billion sup-
ply activity which stocks items critical to national defense, natural disasters and
other strategic purposes as well as managing a 188,000 vehicle fleet which last year
experienced business volumes of over $2 billion.

Federal Technology Service. The Federal Technology Service provides tele-
communications services, information technology and information security services
to Federal agencies on a fee for service basis. Revenues for fiscal year 2002 were:
(1) Telecommunications Networks—$950 million; and (2) Technology Equipment,
Services and Management—$6 billion.

Public Buildings Service. The Public Buildings Service (PBS) provides workspace
for 1.1 million Federal employees housed in over 8,000 owned and leased facilities
nationwide. PBS is responsible for construction, repairs and alterations, lease acqui-
sitions, buildings operations and real property disposal. In fiscal year 2002, PBS col-
lected fees in excess of $7.6 billion from its customers and paid contractors over $6.8
billion to provide the goods, services and facilities needed to meet its customers’
housing needs.

As one can see from the above descriptions, GSA is very much akin to a large
commercial enterprise. Its $40 billion in business activity involving more than
15,000 commercial firms and their employees, all managed by 12,000 Federal em-
ployees, creates an environment that understandably has inherent risks to waste,
fraud, and abuse. That fact is evidenced by data reported by our office in our Semi-
annual Reports to the Congress for fiscal year 2002 and the first half of 2003:

¢ Criminal indictments and information—63;

* New cases accepted for criminal prosecution—72;

* New cases accepted for civil action—23;

¢ Individuals/contractors suspended or debarred from competing for additional
government contracts—72;

¢ Administrative actions taken against employees—55;

* Fines, settlements and restitutions—$10.3 million;

» Funds or property recovered—$2.2 million;

e Management decisions on audit recommendations that funds be put to better
use, or questioned costs—$292 million.

1Under Public Law 107-252, The Help America Vote Act of 2002, GSA was designated re-
sponsibility for disbursing $650 million to the States, District of Columbia, and the Territories
to implement various improvements to the Federal election process, including the replacement
of voting equipment. As of July 7, 2003, GSA had disbursed $649.5 million. The Act establishes
the Elections Assistance Commission to carry out other provisions under the act and make fur-
ther disbursements.
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We, along with GSA management, are committed to taking measures to continue
to address waste, fraud, and abuse in agency operations and reduce the amount of
dollars lost. I would like to highlight for the committee a few of the key efforts un-
derway to address problem areas.

THE MANAGEMENT CHALLENGES

Each year, our office prepares for GSA management officials and the Congress an
assessment of the major challenges facing the agency and what efforts have been
taken to address them. Four of these challenges are especially relevant to this dis-
cussion:

Management controls. The establishment of sound internal controls. In recent
years, the agency has moved to streamline procedures and controls. These new proc-
esses make it essential that the few broad controls in place are consistently fol-
lowed. Failure to do so is costly. For example, employees in one program directed
contractors to provide additional services to client agencies. The orders were verbal
and unrecorded in either the administrative or financial records. The failure to com-
plete the control documents resulted in GSA having to pay $1.9 million to the con-
tractors with no means to obtain repayment from the customer agencies.

Procurement activities. With acquisition services being at the heart of GSA’s busi-
ness activities, weaknesses in procurement planning, negotiation or contract admin-
istration can have serious consequences; some brief examples from our work follow:

* A poorly crafted selection plan led to the selection of a marginally suitable con-
tractor. Project delays occurred soon after, work became disorganized and costs
started to rise because of delays and rework.

« Contracting officers creating contracts available for all agencies to use did not
avail themselves of all the resources they could to establish the best prices, result-
ing in Federal customers paying for some items 5, 10 percent or more than their
commercial peers.

* Personnel responsible for providing oversight of contractors’ work did not re-
quire milestones or other means to assess project progress. Only months later it was
learned that work was behind schedule and way over budget.

¢ A contractor hired as a construction project executive and another contractor
engaged to provide quality assurance services for a GSA project were investigated
and prosecuted for accepting over $80,000 in bribes from a prospective firm seeking
a multimillion dollar subcontract related to a Federal construction project.

¢ A contract manager whose performance evaluation was heavily weighted toward
developing new business, awarded work to existing contractors who did not have
suitable experience to meet the new requirement. The projects incurred at least $3
million in excess costs.

Human capital issues. GSA, like other agencies, is losing its corporate knowledge
base and most experienced personnel to retirement and at the same time has a
shortage of personnel with skills necessary to function in the 21st century business
environment. In several cases, personnel without the appropriate training or req-
uisite skills have been given responsibilities well beyond their abilities to handle
them. For example:

* A project manager placed a work order under the wrong type of contract caus-
ing the government to pay $288,000 for tasks that could have been obtained for less
than $60,000 under a more suitable contract.

e An inexperienced contracting official agreed to a contractor’s request for reim-
bursement of several administrative and general expenses associated with an exist-
ing contract. Subsequent evaluation found these costs were already considered in es-
tablishing the prices for the basic contract.

Aging Federal buildings. More than half of GSA’s Government-owned buildings
are over 50 years old, and it is estimated that it would take several billion dollars
in renovations to bring the inventory up to building standards. Older buildings are
energy inefficient and lack the physical infrastructure necessary to support modern
business operations. Without necessary funds to modernize, these marginal spaces
often are underutilized or vacant and, they are excessively costly to operate and
produce little or no revenue.

OTHER MEASURES

In addition to our office’s mission and programs aimed at eliminating waste,
fraud, and abuse, GSA management works with us to enhance controls and exercise
oversight to discourage wrongdoing and reduce errors. Our office, along with the
agency’s most senior leaders, comprise the Management Control and Oversight
Council responsible for meeting the requirements of the Federal Managers’ Finan-
cial Integrity Act and more recently used as a forum to discuss issues raised by the
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Office of Inspector General, the General Accounting Office, our public accountant
and other evaluators. The Council, more importantly, designs corrective action plans
and oversees implementation plans to help the agency move forward.

I trust this presentation has been useful to the committee. We would be pleased
to discuss more fully any of the issues raised or respond to any questions members
of the committee may have. If I may be of personal service, please feel free to con-
tact me.

PREPARED STATEMENT OF HON. GORDON S. HEDDELL, INSPECTOR GENERAL, U.S.
DEPARTMENT OF LABOR

OFFICE OF INSPECTOR GENERAL, U.S. DEPARTMENT OF LABOR,
July 8, 2003.

DEAR MR. CHAIRMAN: Thank you for the opportunity to submit information for the
hearing record on waste, fraud, and abuse in the Department of Labor’s (DOL) man-
datory programs. Enclosed is information that we believe will be useful to the com-
mittee as it reviews mandatory programs in the Federal Government. We formatted
the information to respond to the questions contained in your invitation letter. We
focus on three mandatory programs under the DOL’s jurisdiction: 1) the Unemploy-
ment Insurance (Ul) Program; 2) the Black Lung Disability Trust Fund; and 3) H-
1B Technical Skills Training Grants. Our work in all three programs over the years
has found instances of fraud, waste, or abuse.

Of particular concern are the overpayments that are projected in the Ul Program
due partly to claimants who failed to report earnings or other fraud-related
schemes. In fiscal year 2002 alone, the Department of Labor projected that $3.4 bil-
lion in Ul benefits were overpaid. In addition, we have noted for the past 15 years
that the Internal Revenue Service has overcharged the Unemployment Trust Fund,
which funds the benefits paid to the unemployed, to administer the fund. An OIG
audit estimated that the IRS overcharged the fund $174 million between fiscal years
1999-2002.

I appreciate your interest in the work of the DIG. If you or your staff have any
questions on this or any other matter, please do not hesitate to contact me.

Sincerely,
GORDON S. HEDDELL,
Inspector General, U.S. Department of Labor.

UNEMPLOYMENT INSURANCE PROGRAM

The Unemployment Insurance (UI) Program is the Department of Labor’s largest
income maintenance program. This multibillion dollar program provides income
maintenance to individuals who have lost their jobs through no fault of their own.
While the framework of the program is determined by Federal law, the benefits for
individuals are dependent on State law and are administered by State workforce
agencies in 53 jurisdictions covering the 50 States, the District of Columbia, Puerto
Rico, and the U.S. Virgin Islands, under the oversight of the Department of Labor.

1. A current estimate of the magnitude (in dollars) of waste, fraud, and abuse
within the Department’s mandatory programs:

« In fiscal year 2001, the States identified and reported $699 million in actual UI
overpayments. Of this amount, the largest single cause ($227 million or about 32
percent) of detected overpayments was unreported claimant earnings. Other causes
for overpayments include a variety of eligibility reasons such as, failing to do a work
search, being terminated by an employer for a reason that does not qualify for UI,
and not qualifying for the benefit amount received because of insufficient base pe-
riod wages. For fiscal year 2002, the States identified $908 million in overpayments.

¢ The Employment and Training Administration’s (ETA’s) Benefit Accuracy Meas-
urement (BAM) system projected claimant overpayments at $2.45 billion in fiscal
year 2001 and $3.4 billion in fiscal year 2002. Of the fiscal year 2001 projected
amount, ETA estimated fraud related overpayments to be $580 million while non-
fraud overpayments were estimated at $1.865 billion.

¢ For the 1 year period ending June 3, 2003, OIG investigations involving the UI
Program have resulted in 68 indictments, 58, convictions, and $5.3 million in mone-
tary results.

2. The general nature of these problems and how long they have persisted:

¢ According to ETA’s projections, for fiscal year 2001, fraud made up about 25
percent of the projected overpayments. Fraud was perpetrated through fictitious em-
ployell; sfchemes, internal embezzlement, and false claims established through iden-
tity theft.
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¢ The balance of overpayments, about 75 percent, is considered non-fraud over-
payments. Such overpayments can occur when a State establishes and pays a claim,
only to later discover that the claimant was not eligible for other reasons. Non-fraud
overpayments can also occur when a claimant’s earnings for a claimed week of un-
employment exceed State law minimum.

« ETA has projected unemployment benefit overpayments since 1987. Despite
ETA’s quality control program, including BAM, the UI overpayment rate has re-
mained steady at between 8 and 9 percent for the past 12 years.

¢ From an investigative perspective, based on recent casework, the OIG is con-
cerned about organized crime fraud activity in the UI Program. We have conducted
several investigations that illustrate exploitation by organized crime groups of the
UI Program through the use of theft.

3. Illustrative examples of these problems:

¢ In addition to instances of millions of dollars of overpayments resulting from
unreported claimant earnings and a variety of eligibility issues, the OIG continues
to investigate fraud within the UI Program. Some recent examples include:

» A Washington State man was sentenced and ordered to pay nearly $700,000 in
restitution in connection with UI fictitious employer, private insurance, and credit
card schemes he orchestrated for more than 10 years. The investigation revealed
that he orchestrated these schemes using multiple identities and fraudulently ob-
tained Social Security numbers. He set up multiple fictitious businesses in Wash-
ington State and submitted false quarterly wage reports, enabling him to draw more
than $100,000 in UI benefits.

¢ A New Jersey man who used fictitious companies to file false UI applications
was sentenced and ordered to pay back more than $320,000 he fraudulently ob-
tained from the New Jersey UI Program.

* A California man filed more than 30 fraudulent UI claims totaling $130,000
using identities of Los Angeles City and County employees stolen from a credit
union.

e Thirteen members of a Mexican non-traditional organized crime group were in-
dicted on charges of conspiracy, mail fraud, identity theft, and money laundering
in connection with more than $10 million in fraudulent UI claims. The investigation
revealed that they defrauded the California, Washington, Nevada, and Arizona Un-
employment Insurance Programs through the use of at least 3,000 stolen identities
obtained from payroll servicing companies.

¢ Six members of a Mexican family living in California were indicted on charges
of conspiracy, mail fraud, identity theft, and money laundering for defrauding the
State of California UI Program. The investigation revealed that the family, which
constituted a criminal group, opened approximately 100 mailboxes and established
several business bank accounts to allegedly launder over $3 million dollars obtained
from fraudulent UI checks.

4. What actions are being taken to eliminate or reduce these problems:

¢ In 1987, ETA implemented a quality control program to address Federal regula-
tions (20 CFR 602.1) that directs the Ul system to implement a quality control pro-
gram. A key component of this program was the BAM system.

¢ ETA increased the priority of preventing and detecting UI overpayments by es-
tablishing a Government Performance and Results Act overpayment measure.

e As stated in question two, ETA has projected unemployment benefit overpay-
ments since 1987. Despite ETA’s quality control program, including BAM, the UI
overpayment rate has remained steady at between 8 and 9 percent for the past 12
years.

¢ ETA issued an UI Program letter offering States grants to enhance their State’s
connectivity to the State directory of new hires. The new hire database with current
employment information can detect “unreported earnings” overpayments by match-
ing the paid claims list to the database. Such a cross match can detect unreported
earnings far quicker than traditional cross match methods which rely on employer
quarterly wage reports.

» Most recently, the Department announced on July 2, 2003, that it awarded $4.8
million in grants to help 41 State workforce agencies implement or enhance systems
to prevent and detect fraudulent payments of unemployment insurance benefits.
One of the systems will allow State agencies to cross-match UI benefit claims
against the State new hire reports; the other system allows electronic data exchange
between State UI agencies and the Social Security Administration to help prevent
identity theft by individuals filing UI claims.

¢ The OIG currently is auditing BAM to determine how well it projects overpay-
ments and whether it can be used to point the way to program improvements.

¢ The OIG periodically sponsors fraud awareness seminars for State UTF Pro-
gram directors and staff to make them aware of fraud problems within the UTF.
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5. What additional actions, either administrative or legislative in nature, are re-
quired:

¢ Past GAO and OIG audit reports have acknowledged the potential benefits of
new hire data in UI overpayment detection. Most—but not all—States are using
their respective State new hire directories. However, the State directories alone do
not afford the States access to nationwide data. Moreover, legislative restrictions
currently bar States’ access to the national directory of new hires maintained by the
Department of Health and Human Services. Through connectivity to the national
directory, the States could establish cross match procedures that detect overpay-
ments early, thus preventing future overpayments on the same claim and increasing
the likelihood of recovery.

UNEMPLOYMENT TRUST FUND ADMINISTRATIVE COSTS

1. A current estimate of the magnitude (in dollars) of waste, fraud, and abuse
within the Department’s mandatory programs:

¢ Another cause of continuing waste affecting the Unemployment Trust Fund
(UTF) is the overcharging of the trust fund for costs incurred by the Internal Rev-
enue Service (IRS) in collecting and processing employers’ unemployment taxes.

¢ The OIG’s March 2003 report estimated that overcharges to the UTF amounted
to $174 million for fiscal years 1999-2002. This occurred because IRS did not have
a cost accounting system to equitably recover its costs.

2. The general nature of these problems and how long they have persisted:

e The OIG first reported this problem 15 years ago. In addition, in 1999, the OIG
reported that the IRS did not have a cost accounting system to capture actual UTF-
related costs and had overcharged the UTF in fiscal years 1996-98. While the IRS
returned these overcharges to the UTF, ETA was unable to get the IRS to resolve
the issues regarding its UTF charging process.

¢ The OIG recently completed a follow up audit of the IRS’s process for identi-
fying administrative costs charged to the UTF. We found that for fiscal years 1999—
2002, the IRS did not have adequate support for these costs. In addition the Treas-
ury Inspector General for Tax Administration (TIGTA) recently issued an audit re-
port, which found that Treasury could not support the expenses charged to the UTF.
The Treasury agreed with TIGTA’s recommendations.

3. Illustrative examples of these problems:

¢ Using fiscal years 1999-2002 as an example of IRS overcharges to the UTF, our
March 2003 audit report disclosed that the IRS had charged the trust fund almost
$300 million without adequate support. Using an alternative methodology based on

ercent-of-revenue-received; we estimated the amount charged should have been
126 million.

4. What actions are being taken to eliminate or reduce these problems:

e The IRS recently proposed an alternative cost recovery methodology. We raised
questions with one aspect of this methodology, and we recommended that ETA work
with the IRS to address this issue and adopt an acceptable methodology. Using the
IRS’s proposed methodology, the IRS would have charged only $126 million rather
than the nearly $300 million it actually charged.

5. What additional actions, either administrative or legislative in nature, are re-
quired:

* We continue to recommend ETA negotiate with the IRS to adopt an acceptable
alternative methodology for charging the UTF for the allocable administrative costs,
and enter into a Memorandum of Agreement to ensure consistent application of the
agreed upon methodology.

IRS should also reimburse the UTF $118 million ($174 million minus $56 million
already recovered) in overcharges. ETA and IRS are holding discussions to develop
a mutually acceptable methodology.

BLACK LUNG DISABILITY TRUST FUND

The Black Lung Disability Trust Fund (BLDTF) provides benefit payments to eli-
gible coal miners disabled by pneumoconiosis when no responsible mine operator
can be assigned liability. These benefits, along with administrative and other costs,
are chiefly financed by excise taxes from the sale of coal by mine operators.

1. A current estimate of the magnitude (in dollars) of waste, fraud, and abuse
within the Department’s mandatory programs:

» Outstanding advances to the BLDTF totaled $7.7 billion at the close of fiscal
year 2002, up from $5 billion at the end of fiscal year 1996. Of the $7.7 billion in
cumulative advances as of the end of fiscal year 2002, only $2 billion had been spent
for benefit payments, with the remaining $5.7 billion used to pay interest on past
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advances. The BLDTF continues to be unable to repay any principal on these ad-
vances, and it must borrow to pay the interest.

¢ For the 1-year period ending June 3, 2003, OIG investigations involving the
Black Lung Program have resulted in 4 indictments, 8 convictions, and $7.1 million
in monetary results.

2. The general nature of these problems and how long they have persisted:

¢ The OIG first reported on the chronic insufficiency of trust fund revenues in our
March 1997 semiannual report.

¢ The Black Lung Benefits Revenue Act provides for repayable advances to the
BLDTF from the U.S. Treasury when trust fund resources are inadequate to meet
obligations, as continues to be the case. Currently, coal excise taxes are sufficient
to pay benefits and administrative costs; however, the fund must continue to borrow
from the Treasury to pay the interest due on past advances. The Omnibus Budget
Reconciliation Act of 1987 significantly reduces coal excise taxes after the year 2013,
exacerbating the deficit. The Department’s projections through September 30, 2040,
indicate that, when the payment of interest on advances is taken into account, the
trust fund will experience a negative cash flow—necessitating more borrowing—in
each of the next 38 years, culminating in a projected $49.3 billion deficit by the end
of fiscal year 2040.

¢ From an investigative perspective, our investigations have shown that a prob-
lem exists with the fraudulent conversion of deceased claimants’ black lung pay-
ments by family members and friends. Our investigations have also demonstrated
that the Black Lung Program is susceptible to fraud by doctors and other medical
providers.

3. Illustrative examples of these problems:

¢ In addition to the outstanding advances and mounting debt to the BLDTF, the
following are examples of fraud against the program:

e A Virginia doctor, who was a provider to the Federal Black Lung Program, was
sentenced to nearly 6 years in jail and fined $42,700 after being found guilty of 427
counts of dispensing narcotics, including Oxycontin, without a legitimate medical
purpose. A joint investigation revealed that the doctor was unnecessarily dispensing
prescription narcotics to Black Lung claimants. This investigation is part of a larger
probe into medical provider fraud in rural Virginia.

e In another case, two physicians were sentenced for defrauding the Black Lung
Program of over $1.5 million and were ordered to jointly pay $2 million in restitu-
tion. The investigation found that the doctors billed and received payment from the
Black Lung Program for excessive office visits and unnecessary medical treatments
and supplies.

4. What actions are being taken to eliminate or reduce these problems:

e The OIG continues to investigate fraud within the Black Lung Program. Our
work has led to the Black Lung Program saving at least $4 million through our in-
vestigations of medical suppliers’ inflated billing of an oxygen supplying device.
Medicare paid only a fraction of the cost for the same devise. When the OIG brought
this to the Black Lung Program’s attention, the program immediately instituted a
new purchasing policy, which resulted in the savings.

5. W}éat additional actions, of either an administrative or legislative nature, are
required:

¢ Restructuring the BLDTF debt could address the mounting debt caused by the
large interest bearing repayable advances received from the U.S. Treasury. The De-
partment’s 2004 budget justification States that the administration will propose leg-
islation to (1) authorize a restructuring of the BLDTF debt, (2) extend, at the cur-
rent rate, BLDTF excise taxes set to expire in January 2014, and (3) provide a one-
time $2.3 billion appropriation to compensate the General Fund of the Treasury for
forgone interest payments.

H—1B TECHNICAL SKILLS TRAINING GRANTS

The American Competitiveness and Workforce Improvement Act of 1998 was
passed to help employed and unemployed U.S. workers acquire technical skills for
occupations that are in demand and being filled by H-1B visa holders. DOL awards
competitive H-1B Skills Training grants for this purpose.

1. A current estimate of the magnitude (in dollars) of waste, fraud, and abuse
within the Department’s mandatory program:

 In fiscal year 2002, DOL awarded 38 H-1B grants totaling approximately $101
million. In fiscal year 2003, DOL’s budget authority for Technical Skills Training
grants is $97.6 million. In 2002, the OIG reported on audits of six of H-1B skills
training grants totaling $15.4 million. We found that the value of the grants we au-
dited in achieving the legislative purpose—training in H-1B demand occupations—



18

was questionable. None of the participants in two of the grants obtained employ-
ment or upgrades in occupations for which they were trained. Two other grantees
did not track placements, and therefore employment outcomes were unknown. Fur-
ther, just three of the six grantees demonstrated that their projects could continue
to operate after the current grants ended, a requirement of the grants.

2. The general nature of these problems and how long they have persisted:

¢ Our last audit covered grants through calendar year 2000. In this audit, we
found that training provided by the grants was not related to H-1B occupations and
training either did not result in target employment or the employment outcomes
were not measurable.

3. Illustrative examples of these problems:

* Training at one of the six grantees consisted of non-technical courses such as
diversity and anti-harassment.

e Three of the six audited grantees were not achieving employment outcome
goals. Participants were not placed directly into H-1B occupations and most did not
have any type of placement or upgrade outcome.

¢ Employment outcomes for three of the six audited grantees were indeterminable
because the grantees did not measure, achieve, and report the outcomes as specified
in their grants.

4. What actions are being taken to eliminate or reduce these problems:

¢ In October 2002, DOL revised its guidelines on the availability of skills training
grants to ensure grants are awarded to high-skilled training programs. Recent DOL
solicitations for H-1B Grant applications have focused on addressing high skill tech-
nology shortages of American businesses.

5. ‘éVhat additional actions, either administrative or legislative in nature, are re-
quired:

¢ In our opinion, DOL should consider that grants be awarded only to entities
that agree to provide the appropriate technical skills, and should consider moni-
toring grant performance to ensure the legislative intent and grant deliverables are
met.

STATEMENT OF HON. KENNETH M. DONOHUE, INSPECTOR GENERAL,
U.S. DEPARTMENT OF HOUSING AND URBAN DEVELOPMENT

Thank you for inviting me to submit a statement for the record on waste, fraud,
and abuse in mandatory spending programs within the Department of Housing and
Urban Development (HUD). For budgetary purposes, our insurance programs meet
the definition of mandatory programs. Consequently, my remarks will only focus on
our audit and investigative efforts involving the Department’s insurance and guar-
antee programs, The Federal Housing Administration (FHA) and the Government
National Mortgage Association, known as Ginnie Mae. While these government
sponsored enterprises are considered mandatory programs, the monetary savings
identified through our audits or investigations would generally not be returned to
the U.S. Treasury. For example, the FHA insurance programs are self-sustaining.
Income is generated through borrowers’ mortgage insurance premiums and the costs
for foreclosure losses are paid by the insurance fund. Mortgage insurance premiums
are adjusted up or down to cover program needs. If there are excess premium reve-
nues, the Assistant Secretary may authorize the payment of premium refunds.

Last month, we provided testimony for the House Committee on Financial Serv-
ices on areas of potential savings from our discretionary programs. We identified
several older programs with remaining obligated funds from expired contracts (i.e.,
HUD’s Section 8 Program which provides rental assistance to low income house-
holds). We recommended that these obligations be recaptured and used to offset fu-
ture budgetary needs. In response to our findings, the Department has taken action
to offset fiscal year 2004 funding by $1.7 billion.

Program background. FHA was created as a U.S. Government corporation within
HUD and administers active insurance programs designed to make mortgage financ-
ing available to the home buying public. FHA insures private lenders against loss
on mortgages that finance single-family homes, multifamily projects, health care fa-
cilities’ property improvements and manufactured loans. Ginnie Mae, through its
Mortgage-Backed Securities Program, facilitates the financing of residential mort-
gages by guaranteeing the timely payment of principal and interest to investors.
Ginnie Mae issuers pool FHA, VA and farmers’ home mortgages into mortgage-
backed securities. The Ginnie Mae guarantee gives lenders access to the capital
markets to originate new loans.

FHA insures more than a million loans each year. FHA’s outstanding insurance
portfolio exceeds $600 billion. Last year, Ginnie Mae reached the $2 trillion mark
in mortgage-backed securities issued since 1970. The outstanding portfolio of these
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securities now exceeds $587 billion. FHA and Ginnie Mae, from a financial stand-
point, are both fiscally sound organizations. FHA mortgage insurance premiums
more than cover any losses incurred through the foreclosure and note sales proc-
esses. The FHA insurance fund is actuarially sound and it more than exceeds the
2 percent capital ratio requirement set by the Congress. Ginnie Mae fees charged
to issuers currently earn Ginnie Mae between $700 and $800 million annually.

The magnitude of the problem. You requested an estimate of the magnitude of
waste, fraud, and abuse in these programs. As you can see from the balance of my
testimony, there are so many players in our programs that making such an estimate
would be extremely difficult. HUD relies on thousands of approved FHA direct en-
dorsement lenders for underwriting. These lenders accept applications, verify bor-
rower income/assets/liabilities, and determine appraised property values. Any of
these many processes in the origination of an FHA loan can be compromised. Much
of our mortgage and lender targeting for OIG review is based on the small percent-
age of loans that may be in default or foreclosure at any time.

With more than a million FHA loans insured each year, the slightest percentage
of fraud can equate to high-risk loans valued at hundreds of millions in dollars.
HUD uses a detailed lender default monitoring system to identify lenders with a
high incidence of defaulted loans. FHA’s Quality Assurance Division and our office
both use this default information to identify lenders for review. An early loan de-
fault is generally a good indicator of underwriting irregularities. However, not all
failed loans are fraudulent—job loss, health issues, divorce, etc., may be the reason
for default. A significant part of our audit and investigative resources are committed
to FHA lender and Ginnie Mae issuer reviews. Last year, we opened numerous in-
vestigations on individuals potentially involved in FHA insurance fraud and our
workload continues to drastically increase.

Single family mortgage fraud continues to be an investigative priority for the OIG.
Our investigations of perpetrators of fraud include: title companies, loan officers,
mortgage companies and brokers, real estate agents, closing attorneys and apprais-
ers. These perpetrators, through a variety of schemes, submit fraudulent loan appli-
cations, appraisals, and other falsified loan documents and/or utilize straw buyers,
and other conspirators, to effect the fraud.

Our Semiannual Report to the Congress for the period ending September 30, 2002
reflected investigative recoveries of %59 million. During the same period approxi-
mately 60 percent of our cases and 90 percent of our investigative recoveries were
attributable to single family mortgage fraud cases. During the first 6 months of this
fiscal year, investigative recoveries are approximately $65 million, a figure that al-
ready exceeds our recoveries for all of fiscal year 2002.

Recent statistical information gathered from our 10 investigation regional offices
shows that investigative efforts expended on these single family cases involve ap-
proximately 1,400 subjects who have originated more than $1 billion in loans affect-
ing nearly 36,000 FHA-insured properties. These investigations are worked in co-
ordination with 148 assistant United States attorneys.

A recent focus of our audit and investigative work has been on single family prop-
erty flipping. In certain parts of the country, especially in urban areas, investors
have been purchasing distressed properties and reselling them to an FHA-insured
purchaser at an inflated value. The purchase and resale was often done on the same
day. In many cases, there was collusion between sellers, lenders and appraisers to
inflate values. In our OIG reviews, we found a wide disparity between the original
purchase price and the resale price of the property. The concentration of flipped
properties in certain neighborhoods resulted in one inflated property value being
used as the comparable (i.e. setting the value for another property). We have found,
in particular, a concentration of problems in Los Angeles, New York City, Ft. Lau-
derdale and Baltimore. These involved hundreds of properties and millions of dollars
in losses to the FHA insurance fund. An example of one of our flipping investigation
involved Schmidbauer Realty, Inc. of Baltimore, MD.

The OIG identified a series of real estate “flip” transactions through a company
owned by William Otto Schmidbauer. Schmidbauer bought and then resold numer-
ous single family properties at prices well above their market value. He used straw
buyers to complete the transactions and would use preselected lenders, loan officers
and appraisers to facilitate the loans. The 58 real estate transactions identified to
date involved approximately more than $5 million in fraudulent FHA loans. Eleven
straw purchasers and one loan officer have entered guilty pleas in the district of
Maryland.

Early this year, working with HUD program staff, a property flipping rule was
put in place to stop immediate property sales or flips. By establishing zero-day wait-
ing period between FHA sales, investors cannot quickly resell properties as they did
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in the past. We anticipate this rule will deter a major part of fraudulent property
flipping schemes.

Multifamily equity skimming is another major focus of our audit and investigative
endeavors in FHA programs. Equity skimming is the illegal use of rents, assets, pro-
ceeds, income or other funds derived from an FHA insured multifamily property for
purposes other than to meet actual or necessary expenses. When owners do not pay
their mortgages, the living conditions in the developments can deteriorate because
the funds intended to maintain the individual units and common areas are diverted
for unauthorized uses.

A recent example of equity skimming involved a housing development in the
Bronx, NY. The owner of the project was found guilty of equity skimming and or-
dered to pay restitution to HUD in the amount of $894,000. The owner took cash
from the project for fraudulent expenses and stopped making mortgage payments.
In another case, the project manager of four projects in West Virginia was found
guilty of submitting false invoices for maintenance work not performed. As a result,
the physical condition of the projects deteriorated. This case involved more than
$800,000 of false invoices. The project manager was sentenced to 2 years in jail, 3
years probation and ordered to pay $250,000 in restitution.

HUD requires that insured projects receive a financial audit each year. In the
course of these reviews, the auditors identify the source and use of funds at the
project. These reports may provide information that funds are being removed from
projects in a non-surplus cash position and thereby assist HUD-OIG investigators
and auditors and the Department in its efforts to uncover such activity.

Ginnie Mae Issuers are responsible for pooling eligible mortgages into mortgage-
backed securities and passing mortgage payments through to investors each month.
Another recent OIG investigation involved First Beneficial Mortgage Corporation
(FBMC) of North Carolina who was an approved FHA direct endorsement lender as
well as an approved Ginnie Mae issuer. At the time the fraud was detected, this
issuer had a Ginnie Mae mortgage-backed security portfolio worth $45 million.
FMBC saw a window of opportunity to originate fraudulent FHA mortgages and
then pool them into mortgage-backed securities. By using the investor proceeds from
the sale of securities, the issuer was able to continue a “pyramid” scheme by appear-
ing to pass through mortgage proceeds. Over 100 of the pooled mortgages in 11
Ginnie Mae pools were, in fact, fraudulent. FMBC systematically recruited straw
buyers to sign fraudulent and fictitious mortgage notes for vacant parcels of land.
FBMC would then submit these false notes to their registered document custodian
as backing for their securities as required by Ginnie Mae.

FBMC was permitted to sell millions of dollars of Ginnie Mae securities without
verification through, or by, FHA that these mortgages were appropriately insured.
FBMC was continuing to issue pools using false documents. FHA and Ginnie Mae
communications could have detected the fraud earlier. A simple verification by
Ginnie Mae that the FHA pooled loans were, in fact, insured would have raised a
red flag. Ginnie Mae has since started a process of verifying whether Ginnie Mae
pooled mortgages are FHA insured. This control should help detect improper pools
within a few weeks of their origination.

Corrective actions. As we identify possible systemic weaknesses in HUD’s oper-
ations through our audits, we make recommendations that, in our opinion, will best
correct the problem. These recommendations will assist in the correction of many
internal control weaknesses by establishing sound checks and balances through
handbook or regulatory changes. In addition to administrative recommendations, a
legislative remedy may, in our estimation, be required in some instances. Over the
years, we have submitted legislative proposals to the Congress in an effort to reform
wasteful or ineffective features in HUD programs, increase accountability in the
award of financial assistance, and improve program enforcement.

Our last submission a number of years ago included close to 40 proposals. Several
of these proposals involved FHA activities. For example, we proposed the elimi-
nation of the Title 1 program under Section 2 of the Housing Act. This program pro-
vides insured loans for home improvements and for the purchase of mobile homes.
We based our proposal on the small number of individuals served, the inability of
HUD to effectively monitor this program and the availability of private sector fi-
nancing. Another proposal was to eliminate investor participation in the Section
203(k) rehabilitation mortgage insurance program. We based our proposal on our
findings in a comprehensive review of the 203(k) program where investors were
using the program to obtain unjust enrichment. The Assistant Secretary for Housing
voluntarily suspended the program for investors based on these findings. We have
also made several other proposals to increase penalties for activities relating to
mortgage fraud.
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In closing, our audits and investigations continue to uncover fraud and abuse in
HUD’s programs. Abuses, such as those discussed above, have a tremendous eco-
nomic impact on the lives of the citizens these programs are intended to serve. We
are continuing to work jointly with Departmental officials to correct the many prob-
lems I have discussed. I recently hosted a forum in Philadelphia wherein senior
managers from OIG and HUD programs met to discuss waste, fraud, and abuse. We
characterized this meeting as a “fraud symposium” where the OIG worked together
with program staff in collectively addressing prevention and detection of losses in
the programs. This collegial effort has been successful and will continue into the fu-
ture.

T've been the Inspector General at HUD for little more than a year. It has been
a very productive time. I have a well trained and very dedicated staff. Our goal is
to ensure that the billions of taxpayers’ dollars appropriated by the Congress for
HUD programs are used effectively to provide safe, decent, and sanitary housing for
millions of Americans. I've tasked my staff and I have challenged program officials
to work together to combat waste, fraud, and abuse. The structure of HUD pro-
grams and the diversity of programs make this a formidable task. But by working
in coordination together with program staff and congressional staff, I think we can
take positive steps to make HUD operate in an optimum manner.

PREPARED STATEMENT OF HON. EARL E. DEVANEY, INSPECTOR GENERAL,
U.S. DEPARTMENT OF THE INTERIOR

U.S. DEPARTMENT OF THE INTERIOR, OFFICE OF INSPECTOR GENERAL,
September 23, 2003.

DEAR MR. CHAIRMAN: Thank you for the opportunity to provide the Committee
with information regarding waste, fraud, and abuse in the mandatory spending pro-
grams within the Department of the Interior (Department or DOI).

Your letter of invitation asked for information concerning mandatory spending, or
“entitlements,” which are funds controlled by laws other than annual appropriations
acts. We used the list prepared by the Congressional Budget Office, which identified
DOI accounts with this sort of funding, to determine those mandatory spending
areas in which the Office of Inspector General (OIG) has reviewed and addressed
potential for waste, fraud and abuse. The major program area in which the OIG has
conducted audits and/or investigations and determined that funds were either
misspent or that improvements over the control of funds were warranted was in as-
sistance to U.S. Territories and Freely Associated States.

The Department is appropriated over $300 million annually for distribution to
U.S. Insular Area (IA or Insular Areas) governments. Most of these funds are given
to the IA governments in the form of entitlement-type funding, over which the De-
partment has little or no control.

In fiscal year 2002, following years of frustration over the lack of responsiveness
to OIG audit findings in the Insular Areas, we undertook an historic review of the
often-reported weaknesses plaguing the IA governments. Based on this review, we
concluded that the state of financial affairs in the Insular Areas was disturbing and
that legislation might be required to effectively remedy part of the problem.

In our April 2002 Semiannual Report to Congress, we called upon the Department
and other Federal agencies that provide funding to the Insular Areas to take aggres-
sive action to address these longstanding concerns. In that issue, we reported:

The state of financial affairs of the Insular Areas is, in a word, disturbing. In no
fewer than 458 audits conducted in the Insular Areas dating back to 1982, repeated
deficiencies have been detected, reported, and passed on to the various governing
entities. While a majority of the recommendations were accepted, in the end, most
have gone unimplemented. The Federal Government can no longer continue to ac-
cept silence and inaction from appointed or elected officials, legislative bodies, or
other responsible Insular Area entities concerning these deficiencies.

The Insular Area governments (Guam, U.S. Virgin Islands, American Samoa,
Commonwealth of the Northern Mariana Islands, Republic of the Marshall Islands,
Federated States of Micronesia, and the Republic of Palau) face major management
challenges that in most cases are not being addressed, yet program monies and
grants continue to flow.

The tax dollars at stake are not insignificant. Those funds aggregate to approxi-
mately three-quarters of a billion dollars annually, when Department of the Interior
funded programs (fiscal year 2002: $353 million) and other non-Interior Department
funding such as from the Departments of Health and Human Services, Education,
and Agriculture (which totaled $405 million in fiscal year 1999) are taken into ac-
count. The Department of the Interior does not have authority over any of the pro-
gram grants funded by other Federal Departments or agencies.
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We believe unrealized opportunities for improvement exist in the fundamental
areas of:

¢ Financial management;

« Revenue enhancement;

« Expenditure control;

¢ Program operations.

Selected examples of the types of deficiencies uncovered during this reporting pe-
riod include:

» Estimated lost potential tax revenues of $7.1 million in American Samoa in fis-
cal years 1997 through 1999 due to uncorrected long-standing deficiencies identified
in five audit reports issued since 1986.

» The loss, or potential loss, of as much as $65.1 million by four semi-autonomous
government agencies in Guam, brought about by not following financial advice
available from the Guam Economic Authority.

¢ Failure to conduct required biennial fire safety inspections or collection of fire
inspection fees of at least $1.1 million by the Virgin Islands Fire Service in fiscal
years 1999 and 2000.

¢ The failure by the Virgin Islands Housing Finance Authority (Authority) to (1)
establish competitive procurement procedures for selection of housing development
contractors, and (2) ensure that program participants met eligibility requirements.
This led to questionable payments of as much as $1.95 million to two preferential
treatment to some clients as well as several interest-free loans to Authority employ-
ees.
¢ Inadequate controls over financial operations by the Authority also led to a debt
of $809,500 for loans to two housing communities and the inability to use bond pro-
ceeds of $33.7 million to provide mortgages to eligible participants.

There are many other examples that can be drawn from several prior audits. The
common denominator, though, is the lack of responsiveness in seeking to remove im-
pediments to efficiency. Legislation might be required to effectively remedy part of
the problem. The Insular Areas may also require resources and other assistance in
order to overcome these obstacles.

Without implementation and enforcement of accepted business standards and im-
proved accountability, waste and abuse in the Insular Areas will continue unabated.
It is time for OIA and the other Federal grantor agencies to assign a degree of ur-
gency in devising and implementing a realistic plan that will provide assistance and
bring about results.

Although over a year has passed since we made this report, we have no informa-
tion to suggest that the state of affairs in the Insular Areas has unproved. The OIG
has proposed a task force effort with its counterparts in other Departments and
agencies that provide funding to the Insular Areas, with very limited success. We
believe, however, that if funding to the Insular Area governments were tied to their
responsible management of those funds, we would see a marked improvement in
their fiscal operations. As we noted in our April 2002 Semiannual Report, this may
require legislation, in addition to resources and other assistance, to accomplish.

I hope this information will be helpful to you and the Committee. If you have ad-
ditional questions, please feel free to contact me or my deputy, Diary Kendall Adler.

Sincerely,
EARL E. DEVANEY,
Inspector General.

PREPARED STATEMENT OF HON. GLENN A. FINE, INSPECTOR GENERAL, U.S.
DEPARTMENT OF JUSTICE

Mr. Chairman, Congressman Spratt, and members of the Committee on the Budg-
et:

I. INTRODUCTION

I appreciate the opportunity to submit this written statement in connection with
the committee’s hearing on waste, fraud, and abuse in mandatory spending pro-
grams. Unlike other Federal Government agencies, the Department of Justice (De-
partment) has few programs in which funding levels are set by law. Nonetheless,
we expend significant efforts at the Office of the Inspector General (OIG) identifying
and preventing waste, fraud, and abuse in a wide variety of Department programs—
efforts that are consistent with the committee’s goal of holding government agencies
accountable for how they spend taxpayer money.

In my statement today, I will describe the results of OIG audits, inspections, in-
vestigations, and special reviews that examined issues related to waste, fraud, and
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abuse. These issues fall into three general categories, each of which we have identi-
fied as top management challenges in the Department:

¢ Procurement, including contracting for detention space;

¢ Grant management; and

¢ Information technology (IT) systems planning and implementation.

Before I turn to these OIG reviews, I want to describe for the committee an im-
portant initiative we have ongoing in our investigations division—our Fraud Detec-
tion Office (FDO). We formed this office in order to concentrate specialized inves-
tigative resources on detecting and investigating fraud in Department programs and
expenditures. In addition, the FDO assists other OIG Investigations Division field
offices by providing investigative and forensic audit support to their fraud investiga-
tions. Currently, the FDO consists of a Special Agent in Charge, Assistant Special
Agent in Charge, five Special Agents, two Forensic Auditors, and a Fraud Analyst.

The FDO has investigated several cases involving false claims or false statements
related to the Department’s September 11th Victim Compensation Fund, Office of
Justice Programs (OJP) grants, and Community Oriented Policing Service (COPS)
grants. In addition to working criminal and administrative fraud cases, the FDO
conducts proactive fraud briefings in procurement offices throughout the Depart-
ment.

One of the FDO’s major initiatives is to detect and deter fraud in Department
credit card purchases. This initiative, which began in June 2003, will examine
whether Department credit cards used for purchases, employee travel, government
vehicles, and telephones are used in accordance with applicable laws, regulations,
and policies. Reviews in other Federal agencies, such as the Department of Defense
and the General Services Administration, have disclosed particular vulnerabilities
to fraud through use of agency credit cards, most of which center around unauthor-
ized purchases for personal items and outright theft or embezzlements. The FDO
project includes compliance checks of Department policies and procedures; data min-
ing of credit card transactions for indications of fraud; verification of documents, ac-
count statements, and purchase invoices; and site visits to the component head-
quarters and field office units.

II. PROCUREMENT

The Department spends over $4 billion annually on contracts for building con-
struction; information technology; and professional, administrative, and manage-
ment support services. In addition, in fiscal year 2002 the Department spent an ad-
ditional $1 billion on intergovernmental agreements (IGAs) with State and local
governments to house immigration detainees and individuals awaiting Federal
criminal proceedings. Our audits of these IGAs have disclosed significant over-bill-
ing of the Department for detention services. For example:

¢ In June 2001, we issued an audit of an IGA for detention space with York
County, PA. The audit revealed that in fiscal year 2000 York County overcharged
the Department in excess of $6 million due to York County’s understatement of its
average daily population, a key figure used to determine reimbursement from the
Immigration and Naturalization Service (INS). In addition, we found that the De-
partment could realize annual savings of approximately $6.4 million if York County
used the daily rate determined by our audit.

¢ Our audit of the IGA between the INS and the DeKalb County, GA, Sheriff’s
Office revealed that the county included $13.4 million of operating costs that were
unallowable, unallocable, or unsupported; understated its average total inmate pop-
ulation by more than 29 percent; and over-billed the INS $5.7 million in fiscal year
2000.

¢ We examined an IGA involving the Government of Guam’s detention of INS and
U.S. Marshals Service (USMS) detainees and found that for fiscal year 1999-2000
the Department overpaid Guam more than $3.6 million based on the actual allow-
able costs and the average daily population. In addition, the OIG found that the De-
partment could realize annual savings of $3.3 million by using the OIG’s audited
rate for future payments.

The OIG has conducted reviews in other Department components in which we
have identified significant potential cost savings, including an audit of the Drug En-
forcement Administration’s (DEA) contracts for linguistic services in which we iden-
tified $2.8 million in questioned costs out of $9.4 million paid to contractors. Specifi-
cally, we found that the DEA contracting officer’s technical representatives did not
provide adequate oversight of the contracts, and that the DEA paid contractors for
services not authorized by delivery orders, services performed outside the allowable
performance period, hours not supported by time sheets or logs, overtime that was
not properly approved, and unauthorized or unsupported travel costs.
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Finally, the OIG continues to investigate individual allegations of fraud or misuse
of government resources by Department employees and contractors. For example, a
clerk in the U.S. Attorney’s office in Los Angeles, CA, pleaded guilty to embezzling
more than $400,000 using her government-issued procurement card. The OIG estab-
lished that the clerk purchased computers, printers, copy machines, clothes, and va-
cation trips using the government credit card. The clerk was sentenced to 40 days’
incarceration, 5 years’ probation, and ordered to pay $432,000 in restitution.

In another case, the OIG found that an administrative officer for the U.S. Attor-
ney’s office in Portland, OR, misused her government-issued credit card by obtaining
cash advances and draft checks amounting to more than $39,000. The investigation
further determined that the employee created fictitious obligation accounts and used
existing obligation accounts with forged signatures in order to obtain the money.
The employee pled guilty and received 10 months incarceration, 3 years’ of proba-
tion, and was ordered to pay $39,000 in restitution.

III. GRANT MANAGEMENT

The number and amount of grants the Department awards have grown rapidly,
increasing from $849 million in 1994 to nearly $5 billion in each of the past 5 years.
Grants, which now account for almost 20 percent of the Department’s total budget,
are primarily awarded by the Department’s Office of Justice Programs (OJP) and
the Office of Community Oriented Policing Services (COPS).

Over the past decade, the Department has disbursed billions of dollars for, among
other initiatives, community policing, drug treatment programs, reimbursement to
States for incarcerating illegal aliens, and counterterrorism initiatives. Disburse-
ment of such significant amounts of grant money has resulted in ongoing manage-
ment challenges and our reviews, in addition to work performed by GAO, have iden-
tified problems with grant management in the Department.

For example, OIG reviews have found that many grantees did not submit required
program monitoring and financial reports and that program officials’ on-site moni-
toring reviews did not consistently address all grant conditions. Grant monitoring
is an essential management tool to ensure that grantees are properly expending
funds and that the objectives of the grant program are implemented. Generally,
each grant manager is required to prepare a monitoring plan that includes on-site
visits, review of financial and progress reports, telephonic contacts, and review of
audit reports. In some cases, however, we found that monitoring activities were not
being documented in grant files, reports for on-site visits were not prepared, on-site
inspections did not include visits to project sites, financial and progress reports were
not submitted or not submitted timely, and grant managers were not reviewing
carefully the information they received. As a result, grant managers failed to catch
inconsistent or incorrect information on project activities.

In April 1999, the OIG issued a report summarizing the findings from 149 audits
of COPS grants conducted during fiscal years 1997 and 1998, the OIG’s first 2 years
of auditing COPS grant recipients. These 149 grants totaled $511 million, or about
10 percent of the $5 billion in grants COPS had obligated up to that time. Our indi-
vidual audits focused on: 1) the allowability of grant expenditures; 2) whether local
matching funds were previously budgeted for law enforcement; 3) the implementa-
tion or enhancement of community policing activities; 4) hiring efforts to fill vacant
officer positions; 5) plans to retain officer positions at grant completion; 6) grantee
reporting; and 7) analyses of supplanting issues.

Our audits identified weaknesses in each of these areas. For the 149 grant audits,
we identified approximately $52 million in questioned costs and approximately $71
million in funds that could be better used.! Our dollar-related findings amounted
to 24 percent of the total funds awarded to the 149 grantees.

In our judgment, based on our ongoing audit work, the Making Officer Redeploy-
ment Effective (MORE) Grant Program continues to be the COPS office’s highest
risk program. The MORE Grants have funded technology or the hiring of civilians
to allow existing officers to be redeployed from administrative activities to commu-
nity policing. More than $1 billion has been awarded under MORE Grant Programs
since the first awards began in 1995. Although MORE grants are intended to last
for 1 year, we found numerous instances where COPS extended grant periods sev-
eral additional years. For example, when police departments buy computers or mo-
bile data terminals and fail to install them in a timely manner, they may become
obsolete by the time they are operational. Importantly, we rarely found that MORE
grant recipients could demonstrate that they had redeployed the required number
of officers to community policing as a result of the MORE grants. We believe the
recent 2002 MORE grants add to the high-risk nature of the MORE Grant Program
by not requiring tracking of officer redeployment.
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Over the years, the OIG has audited a variety of OJP grant programs, several
of which we describe below.

A. STATE CRIMINAL ALIEN ASSISTANCE GRANT PROGRAM (SCAAP)

Under the SCAAP Program, OJP provides grants to State and local governments
to help defray the cost of incarcerating undocumented criminal aliens convicted of
State or local felonies. In an audit report issued in May 2000, we found that OJP
had overcompensated State applicants approximately $19.3 million for unallowable
inmate costs and ineligible inmates who were included in grant applications. We
found that OJP’s methodology for compensating States was over-inclusive and need-
ed improvement, because OJP overpaid States for many inmates whose immigration
status was unknown.

B. SAFEFUTURES: PARTNERSHIPS TO REDUCE YOUTH VIOLENCE AND DELINQUENCY

Partnerships to Reduce Youth Violence and Delinquency (Safefutures) was a 5-
year demonstration grant program administered by OJP to help six competitively
selected communities reduce juvenile delinquency. OJP’s Office of Juvenile Justice
and Delinquency Prevention (OJJDP) administered the grants that helped commu-
nities implement a continuum of care consisting of prevention, intervention, treat-
ment, and graduated sanctions programs for at-risk and delinquent youth. Each
grantee could receive up to $1.4 million per year, for a total of about $7 million,
to implement nine specific programs and help reform its existing service delivery
system. Total program costs were expected to be about $42 million. Our audit re-
port, issued in April 1999, found that OJJDP program managers were not adhering
to the grant monitoring plans, and their monitoring efforts were neither consistent
nor consistently documented. As a result, we found it difficult to determine the level
of monitoring that actually occurred. We found that a lack of current policies and
procedures, unclear expectations, and insufficient accountability contributed to the
monitoring problems.

In addition, we found weak controls over fiscal monitoring of the program. Quar-
terly financial reports, which often were untimely and inaccurate, were not reviewed
or corrected routinely. Additionally, we found that incomplete official grant files
were a continuing problem. All of the files reviewed by the OIG in this audit were
missing some of the required documents needed to record the activity of each grant.

C. RESIDENTIAL SUBSTANCE ABUSE TREATMENT FOR STATE PRISONERS FORMULA GRANT
(RSAT) PROGRAM

The OIG reviewed RSAT Grants in six States from March 1999 through June
1999 and issued a summary report in September 2000. The purpose of the RSAT
Grant Program is to develop or enhance residential drug and alcohol abuse treat-
ment programs for adult and juvenile offenders in State and local correctional facili-
ties. Funding for RSAT Grants from fiscal year 1996 through fiscal year 2002 has
ranged from $27 million to $63 million. OIG site visits assessed the States’ adher-
ence to grant guidance and progress toward implementing residential substance
abuse treatment programs.

In a September 2000 summary report, we concluded that OJP’s monitoring and
oversight of the grant program needed strengthening. States received grant funds
through a formula grant and had responsibility for monitoring any sub awards and
providing the required monitoring reports to OJP. We found that OJP was not dili-
gent in ensuring that States provided the required reports (such as financial status
reports, semiannual progress reports, and individual project reports) on the use of
grant funds and the progress of projects. All six RSAT grantees failed to submit ac-
curate or timely reports. These reports are an important tool to help managers and
grant monitors determine if grantees are meeting program objectives and financial
commitments. Even when States provided the reports, the quality of the CPO re-
view was not consistent. Further, OJP failed to ensure that conflicting or missing
information in a State’s reports were clarified or obtained.

We found that OJP conducted limited site visits, citing insufficient staff resources.
When visits were conducted, sub-grantees—the organizations that actually imple-
ment the projects or programs—were not targeted and visits were generally limited
to the State office designated to receive grant awards. Therefore, OJP did not assess
the actual programs for compliance with grant requirements. We also found that on-
site monitoring reports were not completed or included in the official grant file. Fi-
nally, we found that overall record keeping needed improvement. Official grant files
were missing applications, award documents, State reports, and site visit reports so
that the life cycle of a State’s grant compliance could not be tracked readily.



26

D. OIG INVESTIGATIONS IN DEPARTMENT GRANT PROGRAMS

In addition to OIG audits and inspections, the OIG’s Investigations Division in-
vestigates allegations of waste, fraud, and abuse in Department grant programs. Ex-
amples of cases that we have substantiated include:

¢ An Oklahoma death row inmate pled guilty to charges of false statements in
connection with a fraudulent claim he made to the September 11th Victim Com-
pensation Fund. The OIG developed evidence that the inmate submitted false state-
ments purporting that his wife had been killed at the World Trade Center on Sep-
tember 11, 2001.

¢ An individual pled guilty in the Western District of Arkansas to charges of mail
fraud for submitting a fraudulent application for compensation from the September
11th Victim Compensation Fund. The individual claimed that her brother, a New
York City firefighter, was killed in the terrorist attacks. In fact, the OIG determined
that her brother did not die in the terrorist attacks.

¢ In September 2002, OJP sent a letter to the City of Portland, OR, demanding
repayment in the amount of $114,514 for misuse of funds received between 1996
and 1998 under an OJP Local Law Enforcement Block Grant. An OIG investigation
disclosed that police officers received overtime pay from the Block Grant on more
than 100 occasions for work they did not perform.

* An OIG investigation led to the arrest and conviction of a former Missouri chief
of police for false statements and theft. The OIG established that the former police
chief in Novinger, MO, falsified COPS Universal Hiring Grant paperwork to claim
he hired and paid one additional officer when, in fact, he used the grant to pay his
own salary, including a $6,000 annual raise. When confronted by OIG special
agents, the former police chief admitted falsifying grant applications. He was sen-
tenced to 2 years’ probation and ordered to pay $53,190 in restitution.

¢ A former acting chief of the Town of Navajo Department of Law Enforcement
was convicted at trial in the District of New Mexico on charges of wire fraud. He
was sentenced to 30 months incarceration and ordered to pay $102,877 in restitu-
tion. A joint investigation by the OIG and the Federal Bureau of Investigation (FBI)
determined that the acting chief fraudulently applied for and received a COPS Prob-
lem-Solving Partnership Grant to establish a “Crime Busters” program targeting
burglaries. The acting chief diverted more than $100,000 in grant funds to personal
use by making illegal sub-awards to members of his immediate family who used
some of the money to purchase a used pickup truck and other vehicles.

« Based on an investigation by the OIG and the North Carolina Governor’s Crime
Commission, Hoke County repaid the State of North Carolina $93,467 in Byrne For-
mula grant funds awarded by the Department. The county manager was alleged to
have purposefully submitted false documentation relating to police vehicle pur-
chases under the grant and then diverted the funds to other uses. Although no proof
of intent to defraud was sustained, the supplanted funds were recovered and re-
turned to the State.

IV. IT SYSTEM PLANNING AND IMPLEMENTATION

The Department currently spends about $2 billion annually on IT, approximately
6 to 8 percent of its total budget. The OIG monitors the Department’s IT system
planning and implementation through a combination of performance reviews, finan-
cial statement audits, and computer security audits. Examples of our performance
audits include reviews of IT management practices at the INS and the FBI.2

For example, our December 2002 audit concluded that the FBI had not effectively
managed its IT investments because it did not fully implement the management
processes associated with successful IT investments. Consequently, the FBI contin-
ued to spend hundreds of millions of dollars on IT projects without adequate assur-
ance that these projects would meet their intended goals. FBI managers recognized
that the agency’s past methods to manage IT projects were deficient and they have
committed to changing those practices.

Nonetheless, we concluded that the FBI must take further actions to ensure that
it can implement the fundamental processes necessary to build an IT investment
foundation, as well as the more mature processes associated with highly effective
IT investment management. These actions include: 1) fully developing and docu-
menting its new IT investment management process; 2) requiring increased partici-
pation from IT program managers and users; and 3) further developing the FBI’s
project management and enterprise architecture functions.

Additionally, we issue annual reports that review the Department’s financial
statement as part of the Chief Financial Officers Act of 1990 and the Government
Management Reform Act of 1994. For the last two fiscal years, the Department has
received an unqualified opinion on its financial statements. An unqualified opinion
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means that the financial statements present fairly, in all material respects, the fi-
nancial position and results of operation for the Department of Justice. However,
while Department components have made improvements in internal controls, mate-
rial weaknesses remain in financial accounting and reporting procedures and in in-
formation systems. Many tasks had to be performed manually because the Depart-
ment lacks automated systems to readily support ongoing accounting operations, fi-
nancial statement preparation, and the audit process. Manual efforts compromise
the ability of the Department to prepare financial statements timely and in accord-
ance with generally accepted accounting principles, require expenditure of consider-
able monetary and human resources, and represent an inefficient use of these re-
sources.

Further, the lack of integration between principal financial management systems
and sub-systems requires Department components to maintain duplicate records
and perform additional account reconciliation. The Department currently has at
least six major financial management systems used by its components, including
both systems developed in-house and numerous off-the-shelf systems. Millions of
dollars have been wasted in the last 5 years on installing these systems throughout
the Department with varying success and, in some cases, little improvement in the
quality or timeliness of financial data. These issues, which have existed for decades,
continue to cause difficulties in preparing consolidated financial statements and in
providing consistent and timely financial information to Department managers.

V. ONGOING WORK

While I have focused on the areas of procurement, grant management, and IT in
this statement, the OIG reviews a variety of other Department programs as part
of our ongoing efforts to identify and prevent waste, fraud, and abuse. Among our
ongoing reviews:

e September 11th Victim Compensation Fund. The September 11th Victim Com-
pensation Fund was established in September 2001 as part of the Air Transpor-
tation Safety and Stabilization Act to provide “compensation to any individual (or
relatives of a deceased individual) who was physically injured or killed as a result
of the terrorist-related aircraft crashes of September 11, 2001.” We are currently re-
viewing the Victim Compensation Fund to determine the effectiveness of the fraud
controls used to identify fraudulent claims for compensation.

e The Department’s Counterterrorism Fund. The Department of dJustice
Counterterrorism Fund (fund) was established to assist Department components
with the unanticipated costs of responding to and preventing acts of terrorism. The
fund is used to pay for expenses beyond what a component’s appropriation reason-
ably could be expected to fund, such as: reestablishing the operational capability of
a facility damaged by a terrorist act; investigating or prosecuting acts of terrorism;
and conducting a terrorism threat assessment of Federal agencies and their facili-
ties. Congress has appropriated more than $360 million to the fund since its incep-
tion in 1995, of which about $290 million has been obligated for counterterrorism
expenses, including the Oklahoma City bombing investigation and trial, the U.S.
embassy bombings in Africa, and the September 11 World Trade Center and Pen-
tagon bombings. We are currently reviewing the fund to determine whether fund ex-
penditures were authorized, supported, and obligated in accordance with the intent
of the law.

e Vendor payments and credit card usage in the U.S. Attorneys’ Offices (USAO)
and the Executive Office for U.S. Attorneys (EOUSA). We are currently reviewing
vendor payments and credit card usage in the USAOs and the EOUSA to determine
whether payments were made in accordance with relevant policies and authorities.

e USMS medical care. As part of this audit, we are assessing whether USMS
medical costs are necessary and reasonable and will examine potential double-bil-
lings.

VI. CONCLUSION

The OIG has a long history of aggressively reviewing Department operations and
programs in an effort to detect and deter waste, fraud, and abuse. As we look to
the future, the OIG will continue to emphasize audits, inspections, and investiga-
tions while at the same time launching new initiatives such as the Fraud Detection
Office in an effort to deter fraud and promote efficiency and effectiveness in Depart-
ment activities.
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ENDNOTES

1. “Questioned costs” are expenditures that do not comply with legal, regulatory,
or contractual requirements, are not supported by adequate documentation at the
time of the audit, or are unnecessary or unreasonable. Questioned costs may be
remedied by offset, waiver, recovery of funds, or the provision of supporting docu-
mentation. “Funds to better use” are expenditures that would be better used if man-
agement acts on and implements our audit recommendations.

2. As of March 1, 2003, the INS transferred from the Department of Justice to the
Department of Homeland Security (DHS). Since March 1, oversight of immigration-
related programs and personnel is the responsibility of the DHS-OIG.

PREPARED STATEMENT OF HON. HUBERT T. BELL, INSPECTOR GENERAL,
U.S. NUCLEAR REGULATORY COMMISSION

INTRODUCTION

I am pleased to have the opportunity to provide testimony with respect to fraud,
waste, and abuse in the Nuclear Regulatory Commission’s (NRC) spending pro-
grams. NRC is a fee-based regulatory agency and in fiscal year 2003 has a discre-
tionary budget of approximately $578 million, of which about $331 million is for sal-
aries and benefits (57 percent) and $247 million is for contractor support and travel
costs (43 percent). The agency, in fiscal year 2003, is required to recover approxi-
mately 94 percent of its budget by collecting fees from agency licensees. NRC has
no mandatory spending or entitlement programs.

As you know, the mission of the Office of the Inspector General (OIG) at the NRC
is to assist the NRC by ensuring the integrity, efficiency and accountability in the
agency’s programs that regulate the civilian use of byproduct, source and special nu-
clear material in a manner that adequately protects public health and safety and
the environment, while promoting the Nation’s common defense and security. My
office carries out this mission by independently and objectively conducting and su-
pervising audits and investigations related to NRC’s programs and operations; pre-
venting and detecting, fraud, waste, and abuse; and promoting economy, efficiency,
and effectiveness in NRC’s program’s and operations. The OIG also keeps the NRC
chairman and Members of Congress fully and currently informed about problems,
recommends corrective actions, and monitors NRC’s progress in implementing those
actions.

During the past year, my office reviewed agency programs and operations, con-
ducted investigations and event inquiries, and reviewed legislative and regulatory
proposals. In

Fiscal year 2002, my office issued 17 audits of NRC’s programs and operations
and 17 contract audits. We completed 56 investigations that focused on violations
of law or misconduct by NRC employees and contractors and 3 event inquiries into
allegations of irregularities concerning staff actions cited as contributing to the oc-
currence of an event that could adversely affect public health and safety.

To perform these activities, OIG employs auditors, management analysts, criminal
investigators, investigative analysts, legal counsel and support personnel. The OIG
also uses private-sector contractors to audit NRC’s financial statements and for
other audit, investigative and information technology support services. OIG audits
and investigations make internal control recommendations to improve the agency’s
programs and safeguard its assets.

FRAUD, WASTE, AND ABUSE IN NRC’S PROGRAMS

Because NRC’s has neither mandatory nor entitlement spending programs, the
agency’s vulnerability to fraud, waste, and abuse is significantly less than agencies
with those programs. Furthermore, the high percentage of salaries and benefits (57
percent) to the total budget reduces NRC’s exposure in this area. As a result, the
greatest opportunities for fraud, waste, and abuse may exist in the contracts area,
where estimated costs are approximately $150 million (25 percent) of the total agen-
cy budget. OIG has an active program to monitor contract expenditures and has
identified internal control improvements needed to bolster the integrity of the agen-
cy’s contracts program. For the year-ended September 30, 2002, OIG questioned
$404,321 in costs and identified $3.6 million in unsupported contractor costs. The
agency is in the process of completing corrective actions to remedy these issues.

During fiscal year 2002, OIG reviewed the NRC’s purchase card program. OIG’s
review was based on both a statistical sample of transactions and a judgment sam-
ple of transactions that appeared suspicious. Although reviews in other agencies
have reported significant abuse of purchase cards, our audit disclosed only one
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minor improper use of a purchase card. We also continually monitor employees’ use
of travel cards. While we have observed and reported abuses, these instances are
neither systemic nor financially material.

As you know, the Office of Management and Budget requires Federal agencies to
report on improper payments in their Performance and Accountability Reports. The
NRC reported in its fiscal year 2002 report the following:

Payment data for the period October 2000 to September 2002 was collected and
analyzed to determine the number and dollar value of improper payments compared
to total payments made. The results showed that there were 100 improper payments
out of 103,724 total payments, or 0.1 percent. The dollar value of improper pay-
ments was $135,626 out of $409,728,369 total dollars or 0.03 percent. This data sup-
ports the NRC’s initial assessment that improper payments are an area of low man-
agement control risk. The agency will continue to monitor improper payments.

On November 25, 2002, the NRC chairman advised Senator Joseph Lieberman
that the approximately $135,000 in improper payments had been recovered.

SUMMARY

The NRC is a fee-based regulatory agency that does not participate in loan, grant
or benefit programs, which the GAO has traditionally cited as the basis of many
of the government’s improper payments. Salaries and benefits alone for fiscal year
2003 account for about 57 percent of the agency’s budget.

OIG’s makes recommendations to improve agency programs and safeguard its as-
sets, and agency management has historically agreed to take corrective action on
nearly all OIG recommendations. While there have been instances of irregularities
in the areas we have reviewed, to date, no widespread instances of fraud, waste,
or abuse in agency programs has been disclosed.

Thank you for providing the opportunity to report on issues related to NRC’s
spending programs.

PREPARED STATEMENT OF HON. PATRICK E. MCFARLAND, INSPECTOR GENERAL,
U.S. OFFICE OF PERSONNEL MANAGEMENT

Mr. Chairman, ranking member and members of the committee. Thank you for
giving me the opportunity to testify on the extent of waste, fraud, and abuse in
mandatory programs of my agency, the U.S. Office of Personnel Management
(OPM). At a time in which there are so many competing demands on the Federal
budget, we join every taxpayer in concerns over whether funds available for manda-
tory Federal programs are being utilized in the most efficient and effective manner.
We are all concerned in identifying existing problem areas and the actions being
taken to eliminate or reduce them. You have addressed your concerns to the govern-
ment officials charged with responsibility to oversee their respective agency’s pro-
grams and who address your questions on a daily basis—the inspectors general. I
have been honored to serve successive presidents and directors of the OPM for over
13 years.

In its role administering benefits to government employees, annuitants, survivors
and their dependents, OPM has three mandatory programs that are susceptible to
waste, fraud, and abuse. They are the Federal Employees Health Benefits Program
(FEHBP), the Retirement Programs (RP), including both the Civil Service Retire-
ment System and the Federal Employee Retirement System and the Federal Em-
ployees Group Life Insurance Program (FEGLI). However, it should be noted, the
Thrift Savings Plan is not administered by OPM. As of fiscal year 2002, the outlays
gor each of the programs were: FEHBP $24 billion; and RP $48 billion; and FEGLI

2 billion.

In understanding our role in dealing with waste, fraud, and abuse, it is important
to understand how these programs work. Under the FEHBP, OPM contracts with
different health maintenance organizations (HMOs), employee organizations, such
as the National Postal Mail Handlers Union, and the Blue Cross Blue Shield Asso-
ciation (the “carriers”) to provide benefits to eligible persons. Payments to health
care providers and suppliers are not made directly by OPM but by these organiza-
tions. Under the RP, claims are adjudicated and paid by OPM. Under the FEGLI,
claims are made to a contractor who administers the program for OPM. In order
to better understand the magnitude of waste, fraud, and abuse in OPM’s mandatory
programs, each program needs to be examined separately.

THE FEDERAL EMPLOYEES HEALTH BENEFITS PROGRAM

My office has the responsibility under the FEHBP to audit the carriers for the
purpose of identifying funds improperly paid to them under their contracts with
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OPM. My office also has responsibility to investigate fraudulent claims submitted
to carriers by health care providers and suppliers. Each demonstrates a different
level and type of waste, fraud, and abuse and needs to be discussed separately.

In dealing at the insurance carrier level, I would classify these improper pay-
ments primarily as waste of government funds rather than as fraud or abuse.

At this level, OPM is justifiably proud of operating programs with relatively small
amounts of waste. While improper payments amounting to about $160 million in fis-
cal year 2002 are not an insignificant figure, it amounts to less than 1 percent of
FEHBP premiums paid.

EXAMPLES OF IMPROPER PAYMENTS MADE TO CARRIERS INCLUDE:

¢ Coordination of benefits (COB)—Carriers are not properly coordinating claim
payments with Medicare as required by their contract with OPM. As a result, the
FEHBP is paying as the primary insurer when Medicare is, in fact, the primary in-
surer.

* Duplicate payments—Carriers are improperly charging the program for dupli-
cate payments, such as paying a provider twice for the same services. These pay-
ments are unnecessary and unallowable charges according to the contract.

¢ Amount paid is greater than the covered benefit charge—Carriers have paid
more than the amount indicated in the carrier’s contract with the provider.

Another area where we continue to experience waste, as well as fraud and abuse
within the FEHBP is in the rate setting process for community rated health benefits
carriers. Defective pricing occurs when the FEHBP is not offered the same discount
that a carrier offers to other large groups similar in size to the FEHBP. Historically,
defective pricing has been an ongoing audit and investigative issue within the
FEHBP. Several cases have been referred by my office to the Department of Justice.
In our September 30, 2002 semi-annual report to Congress, my office highlighted
a major recovery of funds to the FEHBP in the amount of $63.9 million resulting
from defective pricing which was derived from payments made over multiple years
to multiple plans.

To address defective pricing issues, my office has and will continue to increase the
number of audits performed on community rated contracts. By increasing our pres-
ence at a larger number of contractors, we believe the defective pricing issues can
be reduced. The success of such an increased audit presence is demonstrated by an
initiative we implemented in 1996 by conducting audits of premium rate calcula-
tions for the largest carriers on an annual basis. This process was known as rate
reconciliation audits (RRA). In 1996, my office questioned $6.5 million for RRAs.
During the first couple of years after the RRA process was implemented, we found
that 60-70 percent of the carriers we audited under this process were not in compli-
ance with OPM regulations. I am pleased to say that after 5 years of these annual
audits, the noncompliance rate has dropped to approximately 40 percent of the car-
riers, and the dollar amounts in question have been reduced from $6.5 million to
about $2.5 million.

The largest amount of FEHBP fraud and abuse occurs at the health care provider
or supplier level. My criminal investigators work with other law enforcement agen-
cies and the carriers to identify and pursue prosecution for payments fraudulently
submitted to and paid by the carriers to dishonest health care providers and sup-
pliers. By its very nature, this fraud and abuse is hidden and therefore, difficult to
detect. Adding to our difficulty in estimating the extent of provider fraud is the indi-
rect nature of OPM’s contractual relationship with health care providers. They are
not government contractors or subcontractors and only have such relationships with
the carriers. Therefore, my criminal investigators respond to allegations of provider
fraud or abuse or irregularities detected through our audits. I do not have authority
to audit health care providers generally. OPM is seeking contractual changes to pro-
vide audit authority for the very largest providers, such as pharmacy benefit man-
agers. Therefore, I currently lack adequate information to accurately estimate the
amount the FEHBP loses each year to health care provider and supplier fraud, but
I do believe losses are significant and substantial.

Examples of fraud against the FEHBP by providers and suppliers include submit-
ting false claims for services not rendered, billing for medically unnecessary proce-
dures, falsifying billing codes that lead to a higher rate of reimbursement, and plac-
ing FEHBP patients in harms way with their illegal activities. These types of waste,
fraud, and abuse have been inherent in the FEHBP since the inception of the pro-
gram. Despite their long-standing nature, we fight the waste, fraud, and abuse
every day, using new and innovative techniques as they become available and as-
signing resources to new problem areas as soon as they are discovered.
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For example, a new problem area is pharmacy benefit manager organizations
(PBMs). We are working closely with the Department of Justice to pursue waste,
fraud, and abuse by the PBM industry. We currently do not have statistics to quan-
tify the magnitude of problems that may exist in the prescription drug program
since our involvement in this area has just begun. But given the large amount of
funds expended on prescription drugs and the increases expected, we will be focus-
ing a significant portion of our resources on this area in the future and should have
a better idea of the magnitude of fraud involving PBMs, an issue recently brought
to light by fraud allegations against Merck-Medco.

Another example of action taken to reduce the waste, fraud, and abuse in the
FEHBP at both the carrier level and the health care provider and supplier level is
a new initiative to improve our benefit payment claims review capacity. The initia-
tive combines the use of affordable computer technology with expert knowledge in
the field of health benefit analysis. The goal is to develop a data warehouse, employ
program-wide review strategies, and ultimately, implement sophisticated data min-
ing techniques to thoroughly analyze FEHBP health benefit claims payments.

We have developed an implementing strategy that has had an immediate impact
on our claims analysis capabilities, while offering future opportunities for our audi-
tors to use their expertise to discover other types of improper claims payments. We
envision that this data warehouse/data mining project will significantly increase our
ability to highlight trends of potential health care fraud in the FEHBP. The project
will also provide our criminal investigative staff with the ability to react quickly to
investigative leads. For example, our criminal investigators will be able to deter-
mine the potential program risks associated with an identified provider or sub-
scriber fraud allegation, and take appropriate action in a matter of hours versus
days or weeks.

Our current data warehouse plan centers around health benefit claims data from
the FEHBP contract with the BlueCross BlueShield Association (BCBS Association).
In 2002, the BCBS Association paid $10.8 billion in FEHBP health benefit payments
including $3 billion for prescription drug benefits. Our ultimate goal is to include
claims data from all carriers who determine premium rates using the same method-
ology as FEHBP-participating Blue Cross and Blue Shield plans.

We have recently implemented a series of computer claims analysis applications
that our auditors are using as part of our routine BCBS Association FEHBP audits.
The first application is designed to assist the audit staff in selecting a claims sample
in order to verify various controls that have been established within the carrier’s
claims processing system. Additional applications have been designed to assist the
audit staff in identifying the following types of routine claim payment errors:

¢ Coordination of Benefits;

¢ Duplicate Payments;

¢ Amount Paid is Greater than the Covered Benefit Charge; and

* Debarred Providers.

Prior to the development of these applications, the auditors were required to work
through a single computer specialist. While we were quite successful with this ap-
proach, it limited the number of audits that could be completed annually. Now, by
applying these technical advancements in computer hardware and software with the
skills of our staff (computer specialists, information systems audit staff and FEHBP
Program auditors), we have realized two important auditing goals: First, we have
made our claims analysis process more comprehensive; secondly, we have signifi-
cantly increased the number of health care audits we are able to complete each
year.

These user friendly, computer assisted audit techniques have standardized the
audit process, while allowing our auditors the necessary flexibility to adjust the ap-
plications to the specific requirements of their assignments. By empowering our
auditors to complete more routine computer analyses, our computer specialists, in
turn, are free to concentrate on more complex issues. These specialists also have
time to work on the development of our OIG data warehouse and, ultimately, our
data mining applications. These computer applications can be run from remote loca-
tions throughout the country through a secure, virtual private network.

Another important new strategy in identifying potential program waste is to com-
plete our claims analysis on a global rather than plan-by-plan basis. This approach
offers us the opportunity to address significant issues one time only instead of mul-
tiple times per year and to recover overcharges to the program when appropriate.
We are in the process of completing our first such global review. This first review
targeted our on-going problems with improperly coordinated claims with Medicare.
While we have not finalized this review, we anticipate questioning over $22.5 mil-
lion in improperly coordinated claims. We have targeted other claim payment issues,
such as duplicate payments, for global reviews.
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One of the key components of this strategy is to work with OPM and the appro-
priate carriers to identify and resolve the root causes of these claim payment issues.
The goal is to work cooperatively to resolve issues once and for all. With routine
updates to the data warehouse, we will be able to monitor our joint efforts in resolv-
ing these global issues.

Finally, we plan to apply data mining techniques to our data warehouse to auto-
mate the process of discovering suspect trends and unusual payment patterns. Our
first step has been to form a data mining team. This team, made up of a senior
FEHBP Program auditor and a senior computer specialist, will have the unique
challenge of employing data mining software to discover relationships and hidden
patterns in claims data. Using their combined technical skills, the team will use
these relationships and patterns to identify potential health benefit payment errors
and possible fraudulent payments. The data mining team is also supported by addi-
tional auditors with claims audit experience, as well as our OIG information sys-
tems audit unit.

The key to our ongoing success is to provide the audit and criminal investigative
staff—our experts—with powerful, yet easy-to-use, computer-assisted auditing tools
to combat waste, fraud, and abuse in the FEHBP with increasing effectiveness and
efficiency. This initiative mixes affordable computer technology with our human cap-
ital expertise to maintain and enhance our audit and criminal investigative capabili-
ties in a rapidly changing technical environment.

We are also combating fraud by health care providers and suppliers through our
enhanced administrative sanctions and civil monetary penalty program. Since May
1993, our office has debarred or suspended over 24,000 health care providers who
have committed serious violations that disqualify them from participating in the
FEHBP.

New regulations effective in February 2003 expand the range of actionable viola-
tions and substantially improved the operational efficiency of our sanctions activi-
ties. We anticipate that additional regulations will become effective later this year
to enable OPM to impose, through administrative action, civil monetary penalties
and financial assessments on health care providers who have knowingly committed
claims-related violations resulting in incorrect payments of FEHBP funds. These fi-
nancial sanctions will permit OPM to recover damages and costs resulting from pro-
vider misconduct and will carry a deterrent effect to such violations among pro-
viders participating in the FEHBP.

FEDERAL RETIREMENT PROGRAMS

While my office focuses primarily on waste, fraud, and abuse in the FEHBP, we
also guard against it in the RP. The RP has an erroneous payment rate of less than
one-half of 1 percent of payments made or about $100 million in fiscal year 2002.
Most of the erroneous payments are computation errors identified and corrected by
the agency itself. However, there is other waste, fraud, and abuse within the RP,
notably the failure to notify OPM of the annuitant/survivor’s death, resulting in im-
proper continuation of RP payments. This failure may often be due to unfamiliarity
with the RP requirements. Unfortunately, it is frequently the result of deliberate
fraud.

OPM has tried to eliminate the erroneous payments by routinely performing com-
puter matches using OPM’s annuity rolls and the Social Security Administration’s
death records. We assist the agency by proactively reviewing RP annuity records for
any type of irregularity, such as reaching 100 years of age. If we discover an irregu-
larity, we conduct independent queries with other data bases to determine if annu-
itants are deceased. We will continue, as necessary and as our resources permit, to
actually verify that annuitants are still alive by visiting them at their residences.

As an additional measure to review the RP rolls, when we hire new criminal in-
vestigators, we will be placing them in areas of the country where large clusters of
current and former Federal employees reside, such as California and Florida. This
provides us with additional resources for fraud referrals against the FEHBP and the
RP where the criminal activity is most likely to originate.

FEDERAL EMPLOYEE GOVERNMENT LIFE INSURANCE PROGRAM

FEGLI is the third mandatory program which my office has a responsibility to
audit and investigate for waste, fraud, and abuse. However, our regular audits of
the program and the financial statement audits by outside auditors demonstrate
that there is not a significant amount of waste, fraud, and abuse in the FEGLI.
While there undoubtedly is some, I would estimate it to be less than one-tenth of
1 percent of FEGLI payments each year or less than $2 million a year.



33

At this time, we are unaware of any additional actions of an administrative or
legislative nature needed to improve our ability to combat waste, fraud, and abuse
in OPM mandatory programs. We are pleased with the support Congress has given
us in recent years by providing effective administrative sanctions authority in the
Federal Employees Health Protection Act of 1998 and providing statutory law en-
forcement authority for certain inspectors general offices through enactment of the
Homeland Security Act. I will continue to keep you informed of our progress and
future needs in our semi-annual reports and through such testimony as you may
find helpful in the future. Thank you again for the opportunity to discuss the chal-
lenges, opportunities and progress that we have made at OPM in cooperation with
the administration, Congress and other law enforcement agencies.

PREPARED STATEMENT OF HON. JAMES G. HUSE, JR., INSPECTOR GENERAL,
U.S. SOCIAL SECURITY ADMINISTRATION

Good morning, Chairman Nussle, Ranking Member Spratt, and members of the
Committee on Budget. I welcome the opportunity to testify with several of my col-
leagues of other key agencies on this important issue of fraud, waste, and abuse in
mandatory spending programs. Since these issues are at the heart of the Office of
the Inspector General’s (OIG) mission, I appreciate your letting me tell you about
our efforts to identify and prevent fraud, waste, and abuse in the Old-Age, Sur-
vivor’s and Disability Insurance (OASDI) and Supplemental Security Income (SSI)
Programs administered by the Social Security Administration (SSA).

We all know that prevention of program fraud, waste, and abuse is more cost ef-
fective and more meaningful if it can be detected before benefits are ever paid. To
that end, our office has focused not only on identifying erroneous payments, but also
preventing such payments from being issued in the first place.

I would reiterate two comments Comptroller General David Walker made during
questioning at your June 18 hearing. He noted that the greatest potential for cost
savings lies in making fundamental reassessments of government programs, poli-
cies, and activities based in “21st century reality,” and that smaller savings were
possible primarily from improving economy, efficiency, and effectiveness of Federal
programs. The smallest savings, he said, can be found in the areas of vulnerability
to waste, fraud, abuse, and mismanagement. The sort of fundamental reassessment
Comptroller General Walker described is not quick work, and will entail prolonged
public discussion of the manner of government we want in the next century.

Today’s hearing pursues more modest, and hopefully more readily obtainable
goals. Certainly there are still areas of waste, fraud, abuse, and mismanagement in
government programs, though years of effort have reduced waste from every Federal
agency. In finding those areas of fraud, waste, and abuse, we also devise the ways
to improve economy, efficiency and effectiveness that the Comptroller General men-
tioned as a more productive source of savings.

Let me add to what the Comptroller General advocated. He urged Congress to
adopt the recommendations of the various Offices of the Inspector General and to
hold agencies accountable for not adopting OIG recommendations—especially those
that have not been implemented over time and could save Federal funds.

For 25 years, Congress has tasked OIGs with reporting on the work we do. A
great deal of our work product, as I will describe today, consists of the careful and
thoughtful audit analyses we conduct. Twice each year we report to Congress—and
specifically to the committees that oversee our parent agencies—on recommenda-
tions we have made to save money or to deliver agency services more effectively.
Those reports are required by statute to advise you on what our agencies have done
}o putlour recommendations into effect, and what they have left undone or done dif-
erently.

The savings we propose represent great sums of money that could be used better
elsewhere, whether within or outside of Government. The OIGs exist not only to
capture frauds and cheats, but equally to find those savings that may be realized
through better management and less waste. Our ability to do all of this is limited
only by our resources, and we return more in savings than we cost in outlays by
a return-on-investment figure most corporations would envy. My colleagues and I
appreciate the interest this hearing demonstrates in making greater use of the work
we are paid to do. I believe we offer this committee and the other committees of
Congress a great deal of help in oversight and decision-making.

Within SSA, to focus on my own agency, despite significant strides there is still
room for improvement. In fiscal year 2002, for example, SSA issued $483 billion in
OASDI and SSI benefit payments to 53.1 million people. Thus, considering the vol-
ume and amount of payments SSA makes each month, even a small percentage of
fraud, waste, and abuse can result in millions of dollars in erroneous benefit pay-
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ments. It can also harm SSA’s reputation as a good steward of its programs and
American’s faith in Government overall.

For instance, in fiscal year 2002, SSA identified and reported $1.6 billion in over-
payments in the OASDI Program and $2.0 billion in overpayments in the SSI Pro-
gram—for a total of $3.6 billion in overpayments. The agency must now expend its
scarce resources to recover and return those overpayments to either the OASDI
Trust Fund or the General Fund. Although a portion of these could not be prevented
under current legislative requirements or due to the current design of SSA’s Pro-
grams, another portion can be attributed to fraud, and abuse.

According to SSA statistics, the agency collected about $1.9 billion in overpay-
ments in fiscal year 2002 (for periods prior to and including fiscal year 2002). Fur-
ther, $514 million in overpayments were waived and $506 million were deemed
uncollectible in fiscal year 2002. (Charts attached to this testimony provide addi-
tional information.) There is also a portion of the debt that remains unresolved.
Under 1631(7)(B)(ii) and 204(b) of the Social Security Act, SSA has the authority
to waive an overpayment. If an overpayment is waived, the individual is no longer
liable for the debt and SSA can not collect the overpayment amount at a later date.
On the other hand, overpayments that are deemed uncollectible may be recovered
at a later date if a person’s circumstances change. If an overpayment is deemed
uncollectible, SSA will stop collection activity; however, if the person comes back
into pay status or other circumstances arise that indicate the person can repay the
debt, then SSA can try to recover the funds. These statistics represent only identi-
fied instances of overpayments in SSA’s Program. They do not represent overpay-
ments from fraud, waste, and abuse that are undetected.

To quantify the magnitude of fraud, waste, and abuse, we plan to initiate a com-
prehensive study in fiscal year 2004 to estimate some of the unidentified overpay-
ments in SSA’s disability programs. Specifically, we plan to sample and analyze ap-
proximately 1,500 disabled beneficiary cases to determine whether the benefits have
been properly paid or should be terminated because of fraud, waste, or abuse. This
work will focus on the 4 disability diagnosis groups that our prior audit and inves-
tigative work have shown to be most problematic. Due to the comprehensive nature
of our planned review and the resources needed to investigate this type of activity,
we expect that the work necessary to analyze these cases will take between 12 and
15 months to complete.

We are focusing our work on SSA’s disability programs, in part, because the Gen-
eral Accounting Office designated modernizing Federal disability programs—includ-
ing SSA’s disability program—as a high-risk area in January 2003; and also because
of the higher likelihood of fraud, and abuse in this area. To illustrate, in fiscal year
1998, with assistance from SSA and the State Disability Determination Services
(DDS), we analyzed 66 SSI cases of individuals from an extended Georgia family
of 181 SSI recipients who received in excess of $1 million based on alleged physical
and emotional disorders, hyperactivity, and attention deficit disorders. During the
continuing disability review (CDR) process, SSA halted benefits to these individuals.
It is believed that most of these claimants initially qualified for benefits because
they malingered or feigned a disability.

In addition to our planned work to quantify the amount of unidentified improper
payments due to fraud, waste, and abuse in SSA’s disability program, our Coopera-
tive Disability Investigations (CDI) teams—which first opened in fiscal year 1998—
are at the forefront of our efforts to identify and prevent fraud. The CDI teams in-
vestigate suspicious disability claims under the DI and SSI Programs; and, gen-
erally, these teams consist of OIG special agents and personnel from SSA and the
State DDS, as well as State and local law enforcement. These CDI teams have been
identifying and investigating doctors, lawyers, and other third parties who facilitate
disability fraud. Today, 17 CDI units have been opened in 16 States and we plan
to add CDI units on a year-to-year basis, depending on availability of funds. In the
first 6 months of this year, we reported that the CDI units had confirmed 733 fraud
cases, recovered $879,235 in funds, and saved the Social Security Program over $43
million.

Our work has also identified fraud, waste, and abuse in the disability program.
For example, we recently completed an audit on SSA’s procedures to control dupli-
cate SSI checks issued to the same recipient and recover overpayments resulting
from double check negotiations. We found that SSA recorded over 226,000 double
check negotiations totaling about $104.7 million during the 2-year period ended
March 31, 2002. During the most recent year, we identified 8,375 individuals who
negotiated both their initial and replacement checks from 3 to 12 times in the same
year, resulting in overpayments of $16.7 million. This category includes 1,271 indi-
viduals who negotiated 6 or more SSI replacement and initial checks, resulting in
average overpayments of about $3,500. Our investigators are also involved in a
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project in Syracuse, NY—where 649 double check negotiations were processed—to
seek prosecution of individuals who abused the replacement check process. As a re-
sult of our work, SSA has revised its procedures to improve its controls over double
check negotiations and recovery of related overpayments.

We also recently identified fraud, waste, and abuse involving the issue of unre-
ported marriage information to SSA. Based on our analysis of some State Bureau
of Vital Statistics records, we estimated that if SSA had purchased State vital
records to identify unreported marriages at the end of 1999, the agency could have
detected about $11.9 million in OASDI overpayments on an annual basis at a pro-
jected cost of $1.7 million—resulting in net program savings of about $10.2 million.
As a result of our work, we made several recommendations to SSA, including that
the agency obtain marriage records from State Bureaus of Vital Statistics on a reg-
ular basis to identify beneficiaries who did not report their marriages. SSA did
agree to continue its efforts to work with the National Center for Health Statistics
and National Association for Public Health Statistics and Information Systems to
promote the reengineering of State vital records processes. The initial phase of the
effort deals with birth and death records. SSA plans to have 90 percent of the States
participating in the initial phase by 2005 at the earliest. Implementation of a com-
puter match with marriage records would occur as a later phase.

As you can see, we have made great strides in preventing fraud, waste, and abuse
in SSA’s Programs, as well as in identifying and recovering erroneous payments
that result from it. We will continue to focus our resources on this critical area; and
where necessary, we will work with SSA and Congress to make any needed adminis-
trative or legislative changes.

I would be happy to answer any questions the committee might have.

Thank you.

DISPOSITION OF OASDI DEBT

[In millions of dollars]

0ASDI overpayments Fiscal year 1998 Fiscal year 1999 Fiscal year 2000 Fiscal year 2001 Fiscal year 2002
Collected $1,103.4 $1,191.3 $1,343.6 $1,121.1 $1,036.1
Waived $159.5 $201.8 $233.5 $260.2 $278.0
UL 1) — $128.7 $110.5 $120.7 $95.1 $150.7

The bar chart shown above—which was provided by SSA—illustrates the disposi-
tion of SSA’s OASDI overpayment debt for the past 5 years in terms of what has
been collected (the green bar), what has been waived (the yellow bar) and what has
been terminated as uncollectible (the red bar).

As you can see, collections peaked in fiscal year 2000 at $1.34 billion. However,
they decreased the last 2 years; and collections were only a little over $1 million
dollars in fiscal year 2002.

This chart shows that if SSA were to collect just 10 percent of the OASDI funds
it waived or wrote off as uncollectible for the last 5 years, the agency could save
about $174 million. (Breakdown: If SSA collected 10 percent of the funds it waived,
savings would be $113.3 million. If SSA collected 10 percent of the funds it deemed
uncollectible, savings would be $60.6 million).

The chart also shows the savings if SSA collected 30 percent or 50 percent of the
erroneous payments it waived or wrote off over the last 5 years (from 1998-2002).

SSI DEBT

[In millions of dollars]

Fiscal year 1998 Fiscal year 1999 Fiscal year 2000 Fiscal year 2001 Fiscal year 2002

Collected $539.2 $639.9 $701.6 $795.5 $4859.7
Waived ... $91.1 $145.2 $194.4 $174.3 $196.7
Uncollectible ... $215.2 $349.5 $301.2 $410.6 $326.6

As shown in the chart above (which was also provided by SSA), the agency’s col-
lection of SSI overpayments have been increasing slightly each year. For example,
SSA collected of $795 million in fiscal year 2001 and then collections increased to
$859 million in fiscal year 2002.

However, as you can also see from the chart, waivers and uncollectible debt make
up a larger percentage of the SSI Program than the OASDI Program. This is not
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unexpected since the SSI Program is a needs based program and it is difficult to
collect overpaid funds from those who are financially needy in the first place. Also,
the general limitation of only collecting 10 percent from current SSI benefits im-
pacts the agency’s ability to collect SSI overpayments.

This chart show that If SSA were to collect just 10 percent of the SSI funds it
waived or wrote off as uncollectible for the last 5 years that the agency could save
about $240 million—$80 million from waivers and $160 million form funds deemed
uncollectible.

The chart also shows the savings if SSA collected 30 percent or 50 percent of the
overpayments it waived or wrote off over the last 5 years (from 1998-2002)—$721
million in savings if 30 percent of waivers/uncollectible funds recovered and $1.2 bil-
lion in savings if 50 percent of waivers/uncollectible funds recovered.

PREPARED STATEMENT OF HON. ANNE M. SIGMUND, ACTING INSPECTOR GENERAL,
U.S. DEPARTMENT OF STATE

Chairman Nussle and members of the committee:

Thank you for this opportunity to highlight recent work of the Office of Inspector
General (OIG) directed toward working with the Department of State and the
Broadcasting Board of Governors (BBG) to improve the efficiency and effectiveness
of their respective programs and operations and to prevent fraud, waste, and mis-
management. Several of our reviews were initiated at the request of the Department
and the BBG and designed to ensure that tax dollars were utilized prudently and
focused where needed most.

INFORMATION TECHNOLOGY AND SECURITY

In the area of information technology, OIG has focused on the Department’s
vulnerabilities with respect to new technology and its efforts to develop new strate-
gies for dealing with the communications challenges facing foreign affairs agencies.
For example, we recently reviewed the Department’s implementation of the Foreign
Affairs System Integration (FASI) project. The Department was the lead agency in
this global affairs initiative to acquire and test a standard system, featuring a web-
based portal, applications, and tools for improved communications, information
sharing, and knowledge management among U.S. foreign affairs agencies at over-
seas missions. In the past, each agency had its own information systems, which
could not communicate easily with those of other organizations within a diplomatic
mission, despite the need to share information on a variety of issues. OIG reviewed
the FASI project, which was piloted at our embassy in Mexico City, and determined
that the project was not meeting its objectives. Specifically, OIG found that FASI
did not prioritize or obtain user input to requirements sufficiently to ensure that
only the most essential needs were met with the interagency system. FASI did not
adequately coordinate with or consider using existing systems as potentially less
costly alternatives to eliminate duplication. Interagency commitment to the system
also was uneven due to inadequate marketing to other organizations whose support
also would be critical to supporting global system deployment. Further, OIG found
that the overseas pilot test of the interagency system was at risk due to poor timing,
inadequate communications and coordination, ineffective content management, and
system and technical difficulties. Due to these concerns, OIG recommended that,
after completing the pilot test, the project be streamlined and redirected. In keeping
with OIG recommendations, the Department discontinued the FASI project, thereby
avoiding the cost of $200 [million] to $235 million to deploy globally the interagency
system. The Department has merged FASI objectives with those of a related
messenging system replacement initiative, which will allow for reexamination of
user requirements and consideration of alternative approaches for meeting the
knowledge sharing requirements of the Department and the U.S. foreign affairs
community.

OIG conducted information technology (IT) inspections at four missions—Lisbon,
Madrid, Montevideo and Buenos Aires—within the last 6 months to assess how in-
formation was handled and protected. These reviews identified several opportunities
for improving IT management controls, operational controls and technical controls.
In terms of management controls, OIG recommended that these missions periodi-
cally assess their IT security vulnerabilities and risks; prepare and implement IT
security plans to mitigate the identified vulnerabilities and risks; and routinely re-
view and improve the established IT security controls. With respect to operational
controls, OIG recommended that the Department address security awareness prob-
lems by conducting training and by ensuring that the administrators assigned to
embassies overseas have in-depth knowledge of appropriate security. Finally, con-
cerning technical controls, OIG recommended that the Department improve the
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management of its access controls to prevent unauthorized access to systems; sys-
tems configuration, including compliance with the Department’s baseline security
settings; and audit trails to ensure individual or process accountability to enable the
reconstruction of events, detect intrusions, and identify problems.

INTERNAL CONTROLS

OIG reviewed internal controls for several Department and BBG Programs to re-
duce vulnerabilities for fraud, waste, and mismanagement in the areas of real prop-
erty systems as well as use of the government purchase cards and the domestic
travel card program. In our review of the Department’s domestic travel card pro-
gram, we examined the policies and procedures that were in place for managing the
program. We noted that the Department had recently instituted several steps to im-
prove the oversight of 90-day and 120-day past due categories of delinquencies on
cards held by employees. However, the Department had not addressed the 60-day
past due category of delinquencies, which may cause the commercial credit card pro-
vider to reduce the volume-based refund it gives the Department and can lead to
account suspension, which may hinder an employee’s ability to travel on Depart-
ment business. Moreover, OIG determined that the Department had not done
enough to prevent and detect misuse of the cards. As a result, OIG recommended
that the Department improve and centralize its travel card regulations and that
program coordinators and cardholders receive better training. We also concluded
that the Department’s Bureau of Resource Management was working with the Bu-
reau of Human Resources, the Bureau of Diplomatic Security, and OIG to develop
an acceptable notification process when employees misuse the cards or become de-
linquent with repayment. OIG also determined that the Department did not have
adequate internal controls for providing administrative oversight of the program.
For example, the Department did not ensure that program coordinators were man-
aging an appropriate number of accounts; that accounts were transferred or can-
celed as needed, when, for example, an employee transferred or left the Department,;
and that multiple accounts for an individual employee were identified and cancelled.
We recommended that the Department develop guidelines to address travel card de-
linquencies in the 60-day past due category, provide program coordinators with clear
written guidance on an Intranet site and through formal training, and improve the
oversight of the travel card program by checking for multiple accounts and transfer-
ring or canceling travel cards when an employee leave a bureau within the Depart-
ment.

Our review of the Department’s purchase card program was designed to evaluate
the effectiveness of domestic operations for the program and determine whether the
Department was achieving cost savings. We reported in 2001 that the program had
experienced rapid growth in the number of cardholders since its inception and that
the Department’s customers were receiving goods and services more quickly under
the program. However, we also found that part of the rapid growth in cardholders
was attributable to purchase card users who made infrequent or no transactions,
and, therefore, may not actually need the cards. Moreover, about 12 percent of the
domestic transactions review by OIG lacked required documentation for OIG to
independently verify that purchases were made properly and reconciled in a timely
manner. Further, responsible officials interviewed by OIG had not conducted re-
quired annual reviews of their offices’ purchase card operations. OIG also found that
the Department’s method for determining cost savings—the reduction in the number
of paper purchase orders processed—does not necessarily capture the actual admin-
istrative cost reductions that have occurred. Finally, OIG found inappropriate pro-
curement practices that, if changed, could yield additional cost or time savings for
the Department. Based on OIG’s report recommendations and observations on the
purchase card program, the Department has addressed the documentation and an-
nual review issues. Additionally, the Department has taken steps to examine low
purchase card use and withdraw unneeded cards, clarify reporting on cost savings
from the program, and explore additional cost avoidance measures. Subsequent to
the 2001 report, OIG advised the Department in their efforts to identify cardholders,
who do not comply with program requirements and track corrective actions. Finally,
OIG suggested and the Department agreed to identify cardholder best practices that
can be used throughout the program for improving the economy and efficiency of
operations. This fall, OIG will closely review ways for optimizing the overseas use
of purchase cards and for preventing waste, fraud, and mismanagement.

In our review of the Broadcasting Board of Governors (BBG) Controls on Domestic
Personal Property, OIG examined whether the International Broadcasting Bureau
(IBB) had established effective policies for inventory controls at six of its property
management units. OIG found that the IBB did not have fully functioning property
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management policies and procedures to ensure that government property was prop-
erly used and safeguarded. Furthermore, there was no evidence that a complete
property inventory had ever been conducted by the IBB. Therefore, OIG made sev-
eral recommendations, including conducting an agency-wide inventory to provide an
accurate property baseline, implementing a plan for bringing the agency into compli-
ance with applicable accounting and reporting requirements, and establishing a sin-
gle, centralized receiving operation for all international headquarters’ offices to en-
sure better accountability. The IBB generally agreed with our report and is taking
steps to implement our recommendations.

PREVENTING FRAUD

Central to OIG’s portfolio for preventing fraud, waste, and mismanagement is our
investigative work. We identified approximately $2.5 million that had been embez-
zled from Embassy Lusaka as a result of a Foreign Service National directing funds
to bank accounts associated with bogus vendors. OIG identified an additional
$850,000 that had been embezzled between May 1997 and June 2000 from the
Miami Passport Agency for which two Department employees were indicted on a
conspiracy charge and were ultimately sentenced for imprisonment. In a recent re-
view of the Department’s domestic passport operations, OIG found that a com-
prehensive set of internal control procedures for cashiering and blank passport book
controls had been established. However, we also found that internal control proce-
dures for cashiering had not been implemented consistently at five of the six pass-
port agencies visited. In addition, OIG found that the Department’s management in-
ternal control reviews were not conducted frequently enough to assess adequately
their reliability. Finally, OIG concluded that the unannounced adjudication audit
program is not achieving its primary objective of preventing and detecting malfea-
sance. The Department agreed with all of OIG’s recommendations with the excep-
tion of requiring all passport agencies to perform daily reconciliations of the cash
receipts and cash register summary reports.

Mr. Chairman, we have worked closely and collaboratively with Department and
BBG senior managers to ensure accountability in programs and operations for these
two agencies. We believe that this partnership has resulted in a more efficient and
effective use of appropriated funds. Thank you.

PREPARED STATEMENT OF HON. PAMELA J. GARDINER, DEPUTY INSPECTOR GENERAL
FOR AUDIT, U.S. TREASURY INSPECTOR GENERAL FOR TAX ADMINISTRATION

Mr. Chairman and members of the committee, I appreciate the opportunity to ap-
pear before you today to discuss five important questions involving waste, fraud,
and abuse in Internal Revenue Service (IRS) programs. Government agencies must
always spend taxpayers’ dollars wisely. However, during times of extremely tight
budgets, it becomes even more important that steps are taken to eliminate waste,
fraud, and abuse.

1. YOUR CURRENT ESTIMATE OF THE MAGNITUDE (IN DOLLARS) OF WASTE, FRAUD, AND
ABUSE WITHIN YOUR AGENCY’S MANDATORY PROGRAMS

It is impossible to accurately estimate the magnitude of waste, fraud, and abuse
in IRS programs, but there are a number of areas of concern. For example, statistics
are frequently cited that the tax gap (i.e., the difference between the amount of tax
owed and the amount of tax voluntarily paid) is $280 billion. The IRS estimated be-
tween $8.5 and $9.9 billion of the $31.3 billion in Earned Income Tax Credit (EIC)
claims on tax year 1999 returns should not have been paid. Further, an estimated
$40 to $70 billion in taxes are believed to be avoided by an estimated 1 to 2 million
taxpayers using offshore bank accounts.

However, all of these figures are just estimates, some are outdated, and some can
be misleading. For example, it is not always clear what constitutes waste, fraud,
and abuse. With respect to the EIC, if divorced parents share custody of a child,
and both claim the EIC because each believes he or she is entitled to receive it, is
that waste, fraud, or abuse? The $8.5 to $9.9 billion range cited earlier is for non-
compliance; the amount involving outright waste, fraud, or abuse is not known.

Nonetheless, there clearly is waste, fraud, and abuse in IRS programs. For exam-
ple, during calendar year 2001, IRS Fraud Detection Centers, which are designed
to detect fraudulent returns and prevent issuance of related false refunds, identified
$338.3 million in 38,846 fraudulent claims involving 3,447 schemes. In addition, the
advent of electronic filing of income tax returns has provided a new mechanism for
unscrupulous preparers to commit fraud. IRS Criminal Investigation determined
that fraudulent electronic filings through December 16, 2002, had increased 720 per-
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cent since the end of 1999. As another example, the IRS Frivolous Return Unit is
using a computer program my office developed to identify and stop reparations cred-
it claims (i.e., false claims for a special tax credit to African-American taxpayers
who may be descendants of slaves). In just a 2-day period in March 2002, the Frivo-
lous Return Unit reported that it identified 19 such claims, most of which were for
more than $40,000. I will be discussing more specific instances of waste, fraud, and
abuse in my response to question 3.

2. THE GENERAL NATURE OF THESE PROBLEMS AND HOW LONG THEY HAVE PERSISTED

The IRS has been experiencing many significant problems that include declining
enforcement actions, the lack of a current baseline measure of reporting compliance,
a growing balance of uncollected accounts receivable, delays in modernizing its com-
puter systems, weaknesses in its financial management controls, increasingly com-
plex tax laws, and IRS employees’ concerns over the mandatory termination provi-
sion in section 1203(b) of the IRS Restructuring and Reform Act of 1998 (RRA 98).
Despite experiencing these problems, in recent years the IRS has processed a stead-
ily increasing number of tax returns and revenue. From 1987-2001, the number of
returns filed increased by 22 percent, from 140 million to 171 million. In approxi-
mately the same time frame, the amount of revenue received by the IRS increased
from $935 billion to $2.1 trillion.

Declining enforcement actions: The examination rate has dropped significantly in
recent years to a level that appears to have already been detrimental to the system.
Specifically, the percentage of individual tax returns selected for examination has
dropped from 1.67 percent in fiscal year 1996 to .57 percent in fiscal year 2002. Ad-
ditionally, a survey conducted for the IRS Oversight Board identified an 11-point
drop (from 87 percent in 1999 to 76 percent in 2001) in the percentage of Americans
who believe it is inappropriate to cheat on their tax returns.

Enforcement actions against individuals and businesses that purposefully conceal
tax liabilities or even refuse to submit tax returns have fallen dramatically, despite
concerns that tax cheating remains at high levels. The following chart exhibits the
fact that, since fiscal year 1996, the level of IRS enforcement activities has signifi-
cantly declined.

TABLE 1.—ENFORCEMENT ACTIONS SINCE FISCAL YEAR 1996

Overall decline
Enforcement action (fiscal year 1996-2002)

Face-to-Face Audits 70%
Correspondence Audits 56%
Liens 34%
Levies 79%
Seizures 97%

The overall decline in enforcement actions has been primarily attributed to a long-
term reduction in compliance staffing, the redirection of compliance resources to cus-
tomer service functions during the filing season, a decline in direct examination
time, and concerns over section 1203(b) of the RRA 98. Specifically, collection rev-
enue officer staffing decreased from 5,537 in fiscal year 1996 to 3,495 in fiscal year
2002, while during the same time examination staffing decreased from 17,406 to
13,046. Further, the number of examination and collection staff years detailed to
customer service increased from 165 in fiscal year 1996 to 974 in fiscal year 2000,
although it has since declined to 217 for fiscal year 2002. Direct examination time
decreased from 52 percent in fiscal year 1996 to 41 percent in fiscal year 2000, but
has since rebounded to 51 percent in fiscal year 2002. Finally, as a result of the
mandatory termination provision in section 1203(b) of the RRA 98, some IRS em-
ployees have been reluctant to take enforcement actions. This has been a deterrent
to fair enforcement of the tax laws.

Lack of a current baseline measure of reporting compliance: The IRS has not con-
ducted Taxpayer Compliance Measurement Program (TCMP) examinations since
1988. These examinations required an exhaustive review of the entire tax return for
those taxpayers randomly selected. The results of the TCMP were used to improve
the effectiveness of selecting for examination returns that would result in a change.
Without the TCMP, the IRS has neither had a reliable method to measure voluntary
compliance, nor been able to determine the effect that increased customer service
and diversion of compliance resources are having on voluntary compliance.
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Uncollected accounts receivable: The IRS is challenged by an increasing balance
of accounts receivable (i.e., amounts owed to the IRS because of balance due, but
unpaid, filings by taxpayers, and IRS enforcement actions). From fiscal year 1996
to 2002, this balance increased from $216 billion to $280 billion. The IRS has esti-
mated that approximately $77 billion of the $280 billion is potentially collectible.

Need for modernized computer systems: The IRS goal of providing efficient and
responsive information services to its operating divisions is heavily dependent on
modernizing its core computer systems while maintaining the existing systems.
Since 2001, the Business Systems Modernization (BSM) Program has been deploy-
ing projects and learning valuable lessons that should help improve future projects.
As of the end of fiscal year 2002, the 8 BSM projects that are currently being devel-
oped and deployed had experienced cost increases of 26 percent and delays aver-
aging 13 months over initial estimates, most occurring during the planning and de-
sign phases of these projects. The BSM Office forecasts that future project costs and
schedules will be much closer to the estimates.

One of these projects, the Customer Account Data Engine or CADE, will eventu-
ally replace the existing master file of taxpayer accounts. CADE will be the founda-
tion for managing taxpayer accounts in the modernized IRS. CADE and related ap-
plications will improve customer service and compliance. Although the IRS and its
contractor have made progress in delivering the CADE project, the Release 1 deploy-
ment date is now estimated to be August 2003, which is about 20 months behind
its original planned delivery date. Since CADE is the foundation for other projects,
its delay means that taxpayers are not receiving the benefits of faster processing,
and other projects that will provide improved customer service and compliance ac-
tivities will also be delayed.

Weaknesses in financial management controls: Although the General Accounting
Office (GAO) gave the IRS an unqualified (clean) opinion on its fiscal year 2002 fi-
nancial statements, GAO reported that the IRS’ internal controls were not effective
and its financial management systems lacked substantive compliance with the Fed-
eral Financial Management Improvement Act. Some control weaknesses affect the
IRS’ ability to properly manage unpaid assessments, resulting in both taxpayer bur-
den and potentially billions of dollars in lost revenue. Other weaknesses in controls
over tax refunds could result in the disbursement of billions of dollars of improper
refunds. Also, weaknesses in computer security controls may allow unauthorized in-
dividuals to access, alter, or abuse proprietary programs and electronic data and
taxpayer information.

Increasing complexity of the tax laws: This further complicates the IRS’ efforts to
administer the tax system and minimize waste, fraud, and abuse. For several years,
the Taxpayer Advocate has identified tax law complexity as a major concern. For
example, according to the fiscal year 2000 Taxpayer Advocate’s Annual Report to
Congress, tax law complexity was the highest-ranking problem individual and busi-
ness taxpayers had with the IRS. In the 2002 report, the Taxpayer Advocate stated
that the scope and complexity of the tax code make it virtually certain that tax-
payers will face procedural, technical and bureaucratic obstacles in meeting their
tax obligations. Small businesses are particularly affected by the complexity of tax
law and IRS’ related processes. For example, each year an estimated 46,000 small
businesses are not successful in filing their U.S. Income Tax Return for an S-cor-
poration (Form 1120’s) because the IRS does not have valid elections on file to allow
their returns to be processed. Consequently, these taxpayers spend an estimated 2.3
million hours each year preparing returns that cannot be successfully processed.

3. ILLUSTRATIVE EXAMPLES OF THESE PROBLEMS

On June 20, 2003, TIGTA provided a letter to the chairman and this committee
containing examples of audits and investigations that identified waste, fraud, and
abuse involving the IRS in fiscal years 2002 and 2003. Our letter was in response
to an effort initiated in May 2003 to scrutinize certain mandatory programs and
identify examples of waste, fraud, and abuse sufficient to reduce outlays in those
programs by 1 percent.

The following three sections provide brief synopses of (1) audit reports resulting
in cost savings,! (2) significant audits/investigations that identified internal and ex-
ternal fraud, and (3) audit reports that identified revenue protection2 or trends in
compliance and systems modernization. The first two sections were included in our
June 20 letter; the third section, while not directly related to cost savings in appro-
priated funds, is nonetheless important since this audit work shows the importance
of protecting tax revenue and other important trends. For each audit report, we
have included a link to our web site to provide access to the entire report.
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REPORTS THAT IDENTIFIED COST SAVINGS AT THE INTERNAL REVENUE SERVICE
OPPORTUNITIES EXIST TO EXPAND THE TELEFILE PROGRAM

hitp:/ [ www.treas.gov [ tigta | 2003reports [ 200340092fr.pdf

Opportunities exist for the IRS to expand its TeleFile Program to provide more
taxpayers with the option of filing via telephone. The number of taxpayers who use
the TeleFile system each year decreased from the 1998-2002 filing seasons. Since
the expansion of the TeleFile Program in 1997, the IRS has not identified any addi-
tional opportunities to expand taxpayer TeleFile Program eligibility. The IRS’ reluc-
tance to expand the TeleFile Program is based primarily on management’s incorrect
perception that the processing costs for TeleFile tax returns significantly exceed the
processing costs for paper filed and other electronically filed tax returns. Manage-
ment also believes that the use of a telephone to file tax returns is considered obso-
lete because of the widespread use of computers and the Internet. To provide meas-
urable benefits to both the taxpayer and the IRS, and to enable the IRS to continue
to move toward its goal of having 80 percent of all tax returns e-filed by 2007, we
recommended that IRS management develop a strategy outlining steps to be taken
to offer the TeleFile Program to those taxpayers who file a Form 1040EZ and are
currently ineligible to use the TeleFile system. We estimated that our audit would
result in $31.86 million in funds put to better use.

THE IRS CONTINUES TO OWE MILLIONS OF DOLLARS IN INTEREST TO TAXPAYERS WITH
FROZEN REFUNDS

http: | |www.treas.gov [ tigta [ 2002reports [ 200230062fr.pdf

The IRS was experiencing problems in releasing large dollar refunds because of
the automatic freeze placed on accounts containing a credit balance of $1 million
or more. In a prior report, we indicated that controls did not ensure that frozen re-
funds were timely released and additional interest of approximately $17.5 million
was paid to taxpayers with frozen accounts. The IRS did not implement our rec-
ommendations as agreed, and our current review found that the IRS continues to
pay millions of dollars in interest to taxpayers with frozen refunds. In 51 percent
of the frozen accounts we reviewed, the improperly frozen accounts resulted in
issuing approximately $185.8 million in refunds and paying taxpayers an additional
$15.4 million in interest. As a result of our recommendation, we identified $12.9
million in funds put to better use.

IMPROVED OVERSIGHT OF THE GUARD SERVICES CONTRACT IS NEEDED TO ENSURE
COMPLIANCE WITH CONTRACT TERMS AND CONDITIONS

http: | |www.treas.gov [ tigta [ 2003reports [ 200310076fr.pdf

Increased oversight of the guard services contract is needed to ensure the contrac-
tor’s compliance with all contract terms and conditions, particularly those con-
cerning licensing. Although validations completed through October 2002 did not
identify any issues related to the current employment of security guards with crimi-
nal convictions or immigration violations, the IRS paid $4.7 million in costs during
the time when the contractor was in violation of the contract, all of which we classi-
fied as questioned costs.

THE IRS COULD REDUCE THE NUMBER OF UNNECESSARY NOTICES SENT TO TAXPAYERS
REGARDING UNREPORTED INCOME FROM SCHEDULES K-1

hitp:/ [www.treas.gov [ tigta | 2003reports [ 20033007 1fr.pdf

In an effort to increase tax reporting compliance and because of a mandate from
the Senate Committee on Finance, the IRS began matching information reported to
taxpayers on Schedules K-1 to the taxpayers’ individual income tax returns. The
IRS must ensure notices issued to taxpayers as a result of this matching are appro-
priate; otherwise, the IRS’ compliance efforts will be compromised. Recently, the IRS
suspended issuing notices resulting from underreported Schedule K-1 income and
committed to evaluate the program to make enhancements. The IRS implemented
several procedures to try and ensure notices were not issued to taxpayers unneces-
sarily. Despite these steps, the rate of assessments made on Underreporter Program
cases related to Schedule K-1 income is significantly lower than the rate of assess-
ments made for other Underreporter Program case income types. We recommended
that the IRS make changes to the Form 1040 Schedule E to account for the original
amount of Schedule K-1 income and to show offsets to this income. We further rec-
ommended that the IRS reevaluate the costs and benefits of key verifying data (en-
tering data twice) or evaluate other ways to improve the accuracy of Schedule K-
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1 information in the IRS’ database. Our audit identified $3 million in funds put to
better use that could be used to improve the accuracy of IRS processing of paper
Schedules K-1.

ADDITIONAL COST SAVINGS AND INCREASED PRODUCTIVITY IN THE PRINT OPERATION
AND COMPUTER SUPPORT FUNCTION CAN BE ACHIEVED AT THE CAMPUS LOCATIONS

http: | www.treas.gov [ tigta [ 2003reports [ 200320035fr.pdf

IRS management has frequently evaluated and modified the organizational struc-
ture of its Information Systems Division to accomplish program objectives. However,
management could further increase the electronic dissemination of internal reports
and improve performance measures. IRS management should require users to dis-
continue printing reports that are currently available in both printed and electronic
format, convert additional reports to electronic format, and establish a process for
migrating identified efficient report distribution processes to all campuses. Perform-
ance measures should also be established to assess the efficiency of the print oper-
ation and computer support function. Finally, performance management reports for
the print operation and computer support function should be created to ensure that
results are compared against performance measure goals and actions are taken to
improve operational efficiency. As a result of our recommendations, we identified
$2.24 million in funds put to better use.

THE MANAGEMENT OF INFORMATION SYSTEMS MAINTENANCE CONTRACTS CAN BE
IMPROVED

http: | |www.treas.gov [ tigta [ 2002reports [ 200220100fr.pdf

The IRS is unnecessarily paying for maintenance on some computer assets. Main-
tenance contracts costing an estimated $451,400 per year cover 5,236 computer
monitors, 108 printers, and 206 fax machines. We estimated 10 percent of these
items would fail and require repairs each year. Canceling the maintenance contracts
and allocating approximately $57,500 for replacements would save approximately
$393,900 per year ($1,141,500 over 3 years).2 In addition, cabinets and racks typi-
cally do not require periodic maintenance and, therefore, should not be included in
maintenance contract coverage. Canceling these maintenance contracts would save
approximately $13,600 per year ($39,400 over 3 years).2 In total, our recommenda-
tions resulted in $1.18 million in funds put to better use.

PRICING DISCREPANCIES ON THE LONG TERM MAINTENANCE COMPUTING CENTER
CONTRACT

http: | |www.treas.gov [ tigta [ 2002reports [ 200210008fr.pdf

The contractually agreed upon price for specific contract line items was incorrectly
priced by the contractor and/or its subcontractor. Specifically, the IRS was billed
monthly for the yearly costs of maintenance coverage for nine contract line items.
Additionally, the IRS paid for a higher priced software upgrade than that provided
by the contractor. Approximately $580,000 was associated with these billing discrep-
ancies, all of which we classified as questioned costs.

AUDITS AND INVESTIGATIONS THAT IDENTIFIED INTERNAL AND EXTERNAL FRAUD

SIGNIFICANT EFFORTS HAVE BEEN MADE TO COMBAT ABUSIVE TRUSTS, BUT ADDITIONAL
IMPROVEMENTS ARE NEEDED TO ENSURE FAIRNESS AND COMPLIANCE OBJECTIVES
ARE ACHIEVED

hitp:/ | www.treas.gov [ tigta [ 2002reports [ 200230050fr.pdf

Since 1997, the IRS has made significant efforts to combat abusive trusts. How-
ever, our review of abusive trust related returns examined and closed during the
first quarter of fiscal year 2001 showed that the IRS may not be consistently assert-
ing the accuracy related penalty. There is a risk that not penalizing taxpayers in-
volved with abusive trusts could result in further noncompliance. We recommended
that IRS management develop new penalty tables to monitor the application of the
accuracy related penalty and develop a system to capture examination data. We es-
timate that this could result in $138.2 million in increased tax revenue over a 2-
year period.
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COMPUTER PROGRAMMING CAN BE USED TO MORE EFFECTIVELY STOP REFUNDS ON
ILLEGAL CLAIMS FOR REPARATIONS CREDITS

http: | www.treas.gov [ tigta [ 2002reports [ 20023007 1fr.pdf

Since the early 1990s, thousands of false claims have been filed with the IRS for
reparations credits. Promoters use a variety of techniques to market the promise of
a special tax credit to African-American taxpayers, who may be descendents of
slaves. Because the manual screening of tax returns by IRS employees is subject to
human error and some employees may knowingly allow these illegal claims to be
processed, some claims for reparations credits are processed and refunds sent to tax-
payers. IRS computer controls that identify and stop reparations claims processing
could be significantly improved by using a TIGTA-developed computer program. It
is estimated that by using this program, IRS employees could identify 91 percent
more of these returns than they could using the existing processes and stop an addi-
tional $90.7 million in refunds (revenue protection) from claims for reparations cred-
its over a 5-year period.

MANAGEMENT ADVISORY REPORT: SIGNIFICANTLY MORE INDIVIDUAL TAXPAYERS INAP-
PROPRIATELY RECEIVED DISABLED ACCESS CREDITS FOR TAX YEAR 2000 THAN FOR
1999

http: | |www.treas.gov [ tigta [ 2002reports [ 200230048fr.pdf

We reported that individual taxpayers were inappropriately receiving tax credits
on their tax year 1999 U.S. Individual Income Tax Returns (Form 1040). These tax-
payers received the Disabled Access Credit even though their tax returns indicated
no business reasons for taking the credits. The number of taxpayers involved was
limited but the issue was significant in that many of the taxpayers were elderly
Americans who were possible victims of promoters recommending unwise invest-
ments in pay telephones and automated teller machines and promising bogus tax
credits. From tax years 1999-2000, the number of tax returns for which this credit
was inappropriately allowed had increased by 28 percent. The amount of credit al-
lowed on these returns totaled over $1.25 million.

IDENTITY THEFT RING NETS $7 MILLION IN FRAUDULENT TAX REFUNDS

A criminal complaint charged 19 individuals with conspiracy to file false claims
against the United States. The investigation began when bank officials notified the
TIGTA that tax refund checks were deposited in a tax preparer’s bank account.
TIGTA agents subsequently arrested the tax preparer for the theft and negotiation
of stolen IRS income tax refund checks. The tax preparer, with co-conspirators, en-
gaged in the filing of numerous fraudulent income tax returns using stolen Social
Security numbers, resulting in millions of dollars in IRS refunds. The tax preparer
pled guilty to conspiracy to file false claims against the United States.

In April 2003, the eighteen co-conspirators were indicted by grand jury on 29
counts including conspiracy to file false claims.

TWO IRS EMPLOYEES DESTROY RECORDS

Two IRS employees were indicted for their role in the attempted destruction of
IRS records. A citizen contacted the IRS to advise that numerous tax returns and
other confidential documents were strewn on a city street. TIGTA agents secured
several trash bags filled with current tax returns and taxpayer correspondence that
had been removed from an IRS processing center by one of the employees. The other
employee placed the bags filled with the documents on the curb to be collected as
trash. Both employees were terminated from employment and pled guilty to unau-
thorized disposal of government documents. The IRS reviewed over 300 taxpayer ac-
counts and determined the total impact to the applicable taxpayers and the agency
was approximately $1.2 million.

IRS EMPLOYEE PLED GUILTY TO STEALING OVER $191,000 IN REMITTANCES

An IRS submission processing site employee altered the payee named on tax re-
mittance checks and attempted to convert the money for personal use by depositing
the checks into a personal bank account. The employee pled guilty and was sen-
tenced to 5 years probation for stealing checks and a money order totaling $191,871.
TIGTA recovered the stolen money and the taxpayers’ accounts were properly cred-
ited.
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IRS EMPLOYEE ARRESTED BY TIGTA SPECIAL AGENTS FOR SOLICITATION OF $200,000
BRIBE

An attorney representing a corporation reported that during a routine IRS exam-
ination, an IRS employee solicited a cash bribe of $200,000 from the company’s at-
torney to reduce the company’s tax liability. In January 2002, with assistance from
TIGTA, an electronically recorded meeting took place between the attorney and the
employee. After receiving the $200,000 bribe, the IRS employee provided the attor-
ney with a fraudulent Revenue Agent Report. TIGTA special agents arrested the
IRS employee before the employee left the meeting. The former IRS employee was
sentenced to 24 months in prison followed by 3 years of supervised probation.

FORMER IRS EMPLOYEE PLED GUILTY TO MISUSE OF IRS COMPUTER SYSTEM AND
IMPROPER RELATIONSHIPS WITH TAXPAYERS

A former IRS revenue officer was charged with allegedly accepting gifts from dif-
ferent taxpayers, including approximately $1,000 in cash, a television set, free
health club privileges, free auto repairs, and free garage door repairs, for a payment
plan of taxes and abatement of penalties owed by the taxpayers totaling $158,741.
The former employee was also charged with allegedly accessing an IRS computer
without authorization and obtaining information from the IRS and with allegedly
failing to deposit money of the United States under his control. The former IRS em-
ployee pled guilty and in March 2002, was sentenced to 4 months imprisonment and
ordered to pay restitution of $11,648.

BUSINESS OWNER INDICTED FOR BRIBERY

A business owner owed the IRS approximately $410,829 in assessed taxes, pen-
alties, and interest arising from an examination. The owner gave an IRS revenue
officer checks totaling $18,665 in return for delaying the collection of the owner’s
tax liability. In June 2002, the owner was charged with bribing an IRS employee.

REPORTS THAT IDENTIFIED REVENUE PROTECTION OR TRENDS IN COMPLIANCE AND
SYSTEMS MODERNIZATION

MANAGEMENT ADVISORY REPORT: IMPROVEMENTS ARE NEEDED TO ASSESS THE USE AND
IMPACT OF THE EARNED INCOME CREDIT APPROPRIATION

hitp:/ [ www.treas.gov [ tigta | 2001reports [ 200140064fr.pdf

In 1997, the Congress provided the IRS with a special 5-year, $716 million appro-
priation for the improved application of the EIC. The IRS does not adequately vali-
date EIC results information, causing the inaccurate reporting of the use of the EIC
appropriation funds to the Congress. Also, although establishment of some compli-
ance initiatives and a process to track the spending of funds have improved the ap-
plication of the credit, the IRS has been unable to measure improvements in the
EIC compliance for the approximately $297 million spent on improving the applica-
tion of the EIC. We recommended the IRS: establish a process to ensure the work-
load results reported in the IRS Tracking Earned Income Tax Credit Appropriation
report to the Congress are complete, accurate, and reliable; and effectively measure
the impact of the EIC initiatives on improving EIC compliance. Based on audit
tests, we determined 1 function overstated the number of EIC cases by approxi-
mately 29 percent (1,015 cases) and a second function overstated the number of no-
tices sent to taxpayers by approximately 23 percent (155,000 notices).

BETTER CONTROLS ARE NEEDED TO ENSURE APPROPRIATED FUNDS ARE USED TO
IMPROVE THE APPLICATION OF THE EARNED INCOME CREDIT

hitp:/ [www.treas.gov [ tigta | 2002reports [ 200240020fr.pdf

The Congress has been concerned with the IRS’ ability to administer the EIC. The
IRS established the EIC Program Office to administer the EIC appropriation and
oversee the EIC-related activities of IRS functions involved in efforts to ensure the
efficient application of the law; to increase participation of eligible taxpayers; and
to reduce waste, fraud, and abuse. However, the IRS does not have an effective proc-
ess in place to ensure that the expenditure of the EIC appropriation is only for EIC
issues, programs, and projects. We recommended the IRS establish procedures to en-
sure that funds appropriated by the Congress for the improved application of the
EIC are used for that purpose. These procedures should include providing guidance
to the appropriate functions on using the EIC-related funds for expenditures, main-
taining reliable data, and conducting periodic reviews of the expenditures to ensure
they are being used for EIC-related items. Our analysis of the total labor expenses
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for 2 IRS functions and a judgmental sample of the IRS’ equipment purchases for
fiscal year 2000 and the first quarter of fiscal year 2001 identified approximately
$28 million in questionable expenses.

THERE ARE SIGNIFICANT WEAKNESSES IN THE INTERNAL REVENUE SERVICE’S EFFORTS
TO MEASURE EARNED INCOME CREDIT COMPLIANCE

hitp:/ | www.treas.gov [ tigta | 2002reports [ 20024002 1fr.pdf

From tax years 1997-99, the IRS made some improvements in its methodology
to measure EIC compliance. However, that methodology still has some significant
weaknesses. Specifically, some of the examinations in the tax years 1997 and 1999
EIC compliance studies lacked the necessary information to support the IRS’ re-
sults, the IRS was inconsistent in its study methodology, the IRS’ emphasis on EIC
taxpayers with business income during the tax year 1999 EIC compliance study in-
creased the time spent on the examinations but has not produced any apparent ben-
efits, and poor planning by the IRS has caused taxpayers to be needlessly examined
as part of the tax year 1998 EIC compliance study. We recommended the IRS co-
ordinate among functions to: ensure the quality review process occurs immediately
after the examinations are completed (before they are closed), ensure IRS auditors
are effectively trained on EIC issues and reminded of the importance of the studies,
ensure the examination results from the EIC compliance studies are accurately
credited or charged to taxpayer accounts, develop an acceptable methodology con-
cerning where and how examinations are to be conducted on all future EIC compli-
ance studies, develop a standardized sampling methodology that will measure EIC
compliance rates at the lowest cost with the least amount of burden to the tax-
payers, and capture and maintain detailed costing figures to monitor each study’s
return on investment. Based on our audit tests, we believe approximately 308 ex-
aminations used for compliance measurement are questionable.

SIGNIFICANT TAX REVENUE MAY BE LOST DUE TO INACCURATE REPORTING OF TAXPAYER
IDENTIFICATION NUMBERS FOR INDEPENDENT CONTRACTORS

http: | |www.treas.gov [ tigta [ 2001reports [ 200130132fr.pdf

The IRS’ ability to encourage the filing of accurate information returns for non-
employee compensation, through its administration of the existing back-up with-
holding and penalty provisions, is extremely limited and largely ineffective. Between
tax years 1995 and 1998, the number of Miscellaneous Income documents (Forms
1099-MISC) reporting nonemployee compensation, received by the IRS with missing
or incorrect Taxpayer Identification Numbers (TIN), increased by 36 percent. We
recommended the IRS propose to the Department of the Treasury changes to several
tax laws, explore opportunities to supplement its future Internet-based TIN con-
firmation program, and modify some administrative guidelines. Because the IRS
was unable to match the documents with tax returns, we estimated that our audit
would result in $2.2 billion in income taxes collected per year through back-up with-
holding on nonemployee compensation payments to independent contractors that fail
to furnish a TIN.

THE INTERNAL REVENUE SERVICE HAS MADE SOME PROGRESS, BUT SIGNIFICANT IM-
PROVEMENTS ARE STILL NEEDED TO REDUCE ERRORS IN MANUAL INTEREST CALCULA-
TIONS

http: | |www.treas.gov [ tigta [ 2002reports [ 20023004 2fr.pdf

In 1993, the IRS Inspection Service (now the TIGTA) reported that 40 percent of
the tax accounts it reviewed either contained errors in interest amounts computed
by IRS employees or were unnecessarily restricted from automated computations. In
1994, in accordance with the Federal Managers’ Financial Integrity Act, the IRS re-
ported this issue as a material weakness in its internal control system. As a result,
the IRS established a goal to reduce its high number of erroneous restricted interest
assessments. While the IRS has achieved some success in increasing the automation
of interest calculations, overall, its actions taken to address the material weakness
in its controls over the calculation of restricted interest have not been effective. We
recommended the IRS: limit the calculation of restricted interest to centralized
staffs within the various functions and locations of the IRS, establish a national
quality review process that includes all restricted interest cases, establish training
that must be completed before an employee can work restricted interest cases, au-
thorize a standard interest computation tool that would be used by all employees
working restricted interest cases, and explore all available options to provide the
technology and programming necessary to allow more interest calculations to be per-
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formed by computer. We estimate that, over a 5-year period, the IRS could under-
charge some taxpayers over $145 million.

TRENDS IN COMPLIANCE ACTIVITIES THROUGH FISCAL YEAR 2002

hitp:/ | www.treas.gov [ tigta | 2003reports [ 200330078fr.pdf

The IRS’ overall fiscal year 2002 compliance efforts and results were mixed but
showed some continuing positive changes that started in fiscal year 2001. Specifi-
cally, the level of compliance activities and the results obtained in many collection
areas in fiscal year 2002 showed a continuing increase, although some measure-
ments decreased slightly in fiscal year 2002 after increasing in fiscal year 2001. En-
forcement actions were higher or about the same in fiscal year 2002 compared to
the numbers in fiscal year 2001. While enforcement revenue collected increased in
fiscal year 2002, the inventory of delinquent accounts and the total amount of uncol-
lected liabilities have continued to grow. For example, from fiscal year 1996 to fiscal
year 2002, enforcement revenue collected decreased from a yearly total of $37.96 bil-
lion to $34.09 billion, while gross accounts receivable increased from $216 billion to
$280 billion. The number of examinations of tax returns increased in fiscal year
2002, but the overall percentage of tax returns examined stayed about the same due
to increases in the number of tax returns filed. The numbers and percentages of ex-
aminations of corporate and other business returns (except partnerships and very
large corporations) continued to decrease or stay at about the same level. There
were also slight increases in the numbers of examinations of fiduciary income, em-
ployment, and excise tax returns. We made no recommendations in this report.

ANALYSIS OF BUSINESS SYSTEMS MODERNIZATION COST, SCHEDULE, AND
FUNCTIONALITY PERFORMANCE

http: | |www.treas.gov [ tigta [ 2003reports [ 200320007 fr.pdf

Beginning in 2001, the BSM Program delivered business results by deploying
projects and learning valuable lessons that should help improve future projects. De-
ployed projects have increased the capacity of the IRS telephone system; improved
the ability to receive, route, and respond to taxpayer telephone calls; and provided
refund information via the Internet. However, as reported in previous TIGTA and
GAO reports, the BSM Program has been experiencing difficulties meeting the origi-
nal cost, schedule, and functionality estimates included in the BSM Spending Plans
submitted to the Congress. Since the purpose of this review was to identify and ana-
lyze the cost, schedule, and functionality performance compared to the original
project estimates, we did not make any recommendations in this report.

4. WHAT ACTIONS ARE BEING TAKEN TO ELIMINATE OR REDUCE THESE PROBLEMS

Given the volume of returns and revenue processed by the IRS, it would be a dif-
ficult task to fully eliminate all the problems that lead to waste, fraud, and abuse.
However, the IRS has taken or plans actions to at least partially address some of
the more significant problems I have described.

Compliance and enforcement: In recent years, the IRS has reversed the trend to-
ward devoting significant compliance resources to customer service. This action has
helped to stabilize some compliance results, and customer service activities have re-
ceived staffing increases to provide services.

For example, while the decline in many categories of enforcement actions and re-
sults since fiscal year 1996 has been dramatic, there are recent indications that in
some categories this trend has stabilized or even shown improvement. Overall, the
IRS’ fiscal year 2002 compliance efforts and results were mixed, but showed some
continuing positive changes that started in fiscal year 2001. Specifically, the level
of compliance activities and the results obtained in many, but not all, collection
areas in fiscal year 2002 showed an increase. In addition, for fiscal year 2002, the
number of criminal investigation cases initiated and in ending inventory was the
highest since fiscal year 1998. However, the number of cases referred to the Depart-
ment of Justice and case convictions remained lower in fiscal year 2002 than in fis-
cal year 1998, yet higher than in fiscal years 2000 and 2001.

The IRS also increased the focus of its examination resources on six high-risk
areas of non-compliance with the tax laws. These six strategic priority areas are:
offshore credit card users; high-risk, high-income taxpayers; abusive schemes and
promoter investigations; high-income non-filers; unreported income; and the Na-
tional Research Program (NRP), which is discussed in more detail below.

National Research Program: To address the void created from the discontinuation
of the TCMP, the IRS NRP office was established in April 2000 as a component of
the Research, Analysis, and Statistics Division. NRP is a comprehensive effort,
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using a statistically valid sample, to measure reporting, filing, and payment compli-
ance for different types of taxes and various sets of taxpayers. The NRP will be used
to update IRS’ examination selection systems. After the IRS’ workload selection for-
mulas are updated with NRP data, the number of no change examinations is ex-
pected to significantly decrease. As of February 14, 2003, a total of 33,738 NRP sam-
ple cases had been shipped to the field, which represented about 72 percent of the
total 2002 NRP sample of 46,860. Of this total, related information has been assem-
bled on 22,256 cases, and they are ready to be assigned to an examiner.

The NRP is scheduled to allow for the updating of the examination workload se-
lection formulas by 2005. To accomplish this objective, examination of the NRP sam-
ple cases is scheduled to be completed by April 2004.

GAO issued a report in June 2002 on the IRS’ NRP planning efforts. GAO con-
cluded that the NRP design is likely to yield the type of information the IRS needs.
In addition, GAO concluded that the NRP meets one of the IRS’ key goals to mini-
mize the burden that the NRP poses to taxpayers. GAO has assessed the IRS’ ef-
forts to gather trend data regarding the overall burden imposed by the 2002 NRP
and will issue a report in this area soon.

TIGTA believes that the NRP is a much needed first step for providing the infor-
mation necessary to gauge compliance levels and direct IRS compliance resources
toward areas where attention is most needed. TIGTA is currently conducting audit
work to provide an early assessment of the implementation of the 2002 NRP at the
field office level. To accomplish this objective, TIGTA is performing on-site inter-
views and analyzing actions to date on a sample of NRP cases at selected IRS field
offices. TIGTA has met with the GAO NRP team several times to coordinate the
audit approach to avoid overlap.

Planned use of collection agencies: The IRS’ proposal to contract out the collection
of delinquent accounts to private collection companies has the potential to recover
a significant amount of IRS accounts receivable. In 1996, the IRS piloted the use
of collection agencies, and after a detailed internal evaluation, concluded that their
use was not economically viable. The IRS’ current approach, however, differs signifi-
cantly from the prior methodology. Most importantly, in 1996 the collection compa-
nies were compensated with monies from the IRS’ appropriated funds. In contrast,
as part of its 2004 budget submission, the IRS has requested authority to fund the
use of collection companies directly from the revenues collected by those companies.

The IRS plans to eventually place 2.6 million cases annually with collection com-
panies. Treasury projects that this initiative will produce revenue of as much as $1
billion through 2013. While this amount is significant, it represents a small portion
of the $280 billion in accounts receivable that were due at the end of fiscal year
2002.

EIC initiatives: IRS efforts to improve the administration of the EIC Program are
ongoing. The IRS has implemented a number of initiatives targeting outreach, edu-
cation, and compliance efforts. Also, it participated with Treasury in a task force
to study EIC overclaims. This resulted in the IRS initiating significant changes to
the way it will address EIC noncompliance, for example, by requiring some EIC ap-
plicants to provide additional information to the IRS to validate eligibility before
payment (pre-certification).

The President’s fiscal year 2004 budget proposal includes an increase of $105 mil-
lion in EIC funding. This increase includes $100 million to implement the pre-cer-
tification initiative. The IRS is also supposed to use compliance and other available
data to determine whether specific groups of claimants can be eliminated from the
pre-certification process because they pose less risk of claiming more EIC than that
for which they are eligible. The Treasury’s EIC taskforce estimated that the pre-cer-
tification process would potentially reduce EIC overclaims by $2.3 billion.

In addition, the IRS recently reorganized the EIC Program Office to capitalize on
the strategic planning and research resources in the Wage and Investment Divi-
sion’s Office of Strategy and Finance, and created an Executive Advisory Council
made up of IRS executives involved in the administration of the EIC Program to
help provide better oversight and coordination of the program. The Program Office
has also drafted new annual performance measures for the EIC Program for fiscal
years 2003 and 2004.

Offshore tax shelters: In fiscal year 2001, the IRS established the Offshore Credit
Card Project. Underpinning the project are two “John Doe” summonses* served on
MasterCard International and Visa for the records of foreign bank accounts in more
than 30 countries. This data, supplemented with merchant summons® data, is to be
used to develop cases for referral to the Compliance field function. TIGTA recently
issued a draft report on its audit of the program, describing concerns with the IRS
inconsistently using the accuracy-related penalty, potentially examining returns be-
yond the statute expiration date (which, except for special circumstances, would bar
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any tax assessments), and not having an adequate management information system
to provide key information and trends for decision making.

In addition, in January 2003, the IRS initiated the Offshore Voluntary Compli-
ance Initiative to help taxpayers become compliant if they are involved in abusive
arrangements. The program ended in April 2003.

BSM progress: During 2002, the IRS and its PRIME contractor identified and ag-
gressively focused on improving 12 key processes to better ensure future success.
Deployed projects have increased the capacity of the IRS’ telephone system; im-
proved the ability to receive, route, and respond to taxpayer telephone calls; and
provided refund information via the Internet. There will be many challenges ahead,
and the IRS and PRIME contractor need to effectively implement planned improve-
ments in key management processes; commit the resources necessary to enable suc-
cess; manage the increasing complexity and risks of the BSM Program; and main-
tain the continuity of strategic direction with experienced leadership.

Scheduled corrective actions for financial management weaknesses: As shown in
the attachment, the Department of the Treasury lists nine internal control and fi-
nancial management weaknesses at the IRS, including such things as the EIC, the
growing inventory of accounts receivable, and the need for detailed transactions
data to support custodial financial reporting of revenue. Some of these weaknesses
have existed for many years, for example, property management and accounts re-
ceivable have both been listed since the 1980s.

Automated system for tracking tax law changes: In September 2002, TIGTA re-
ported that the IRS had recognized the importance and sensitivity of tax law com-
plexity, elevated the concerns to the highest levels within the IRS, and invested sig-
nificant resources throughout the organization to address the problems. In addition,
TIGTA concluded that the IRS’ Legislative Implementation Tracking System will be
an effective control to monitor the implementation of new tax legislation. The sys-
tem is designed to provide timely, useful information to management and quickly
elevate any delays in implementing new tax laws to a level of management high
enough to address the problem.

5. WHAT ADDITIONAL ACTIONS, OF EITHER AN ADMINISTRATIVE OR LEGISLATIVE
NATURE, ARE REQUIRED

Addressing the issue of tax law complexity would require legislative actions. In
fact, the National Taxpayer Advocate’s Fiscal Year 2001 Annual Report to Congress
outlined proposals to simplify or clarify six areas of tax law—family status issues,
joint and several liability, alternative minimum tax for individuals, penalty and in-
terest issues, home-based service workers, and IRS collection procedures. Also in
2001, the staff of the Joint Committee on Taxation issued a comprehensive study
of tax law complexity, which included numerous specific recommendations.

Legislation will have to be passed to authorize the Secretary of the Treasury to
use private collection agencies and to allow the IRS to use a portion of taxes col-
lected to fund the project. TIGTA has concerns whether IRS resources will be suffi-
cient to provide adequate project management, contract oversight, and quality re-
view; whether taxpayer rights and privacy will be adequately protected; and that
the detailed design for the collection project has not been developed, including the
system that will be responsible for selecting, controlling, and updating cases as-
signed to private collection companies.

Tax law changes are needed to effect significant improvement in information re-
porting and to protect the substantial tax revenues that are potentially being lost
each year. The IRS agreed to consider the feasibility of proposing some new legisla-
tion to require mandatory withholding of income taxes on nonemployee

compensation payments, and changing the criteria for asserting the Incorrect In-
formation Penalty. However, TIGTA is concerned that the IRS does not plan to en-
force accurate TIN reporting once a TIN verification program is made available to
payors. If the IRS does not require accurate TIN information from payors, compli-
ance is not likely to improve.

Tax professionals and others expressed concerns about the difficulty in matching
information from Schedules K-1 to individual income tax returns. The IRS must en-
sure notices issued to taxpayers as a result of this matching are appropriate; other-
wise, the IRS’ compliance efforts would be compromised. The IRS should carefully
consider the benefits of the program, the cost of the program to the Federal Govern-
ment and to taxpayers, and the enhancements that can be made to the program in
the near term as a result of its own analyses, before proceeding with a program to
match all data from Schedules K-1 again in 2003.

With regard to the BSM Program, we have recommended that the IRS issue more
performance-based contracts to the PRIME contractor, tie incentives and disincen-
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tives to performance, and require the use of firm fixed-price task orders whenever
possible and appropriate. We also recommended that the IRS reduce the number of
BSM projects being developed in order to better control and manage the program,
and to improve its management and governance capabilities and processes. Finally,
we recommended that the IRS ensure that project development teams follow the es-
tablished systems development life cycle methodology and processes to increase the
likelihood of success. We will be issuing audit reports this year with additional rec-
ommendations to improve the effectiveness and results of the program.

The IRS needs to establish long-term goals and measures for the EIC Program
that reflect the program’s anticipated outcomes over time, and establish a consistent
method to measure progress toward these long-term goals. Only through consistent
measurement will the IRS be able to demonstrate its progress over time and show
how it has reduced erroneous payments or increased participation.

Finally, the IRS and other important stakeholders, such as the IRS Oversight
Board, believe the agency needs more resources to accomplish its mission and goals.
For fiscal year 2004, the IRS requested funding of $10.4 billion and 100,043 full
time equivalents. This is an increase of $521 million (5.3 percent) over the Presi-
dent’s fiscal year 2003 request. The largest portion of this increase will go toward
strengthening compliance and customer service. The IRS emphasized that since

71 percent of its budget consists of salaries and benefits, any negative changes
in the agency’s financial situation could result in a negative impact on staffing lev-
els. We believe that the IRS should consider expanding its workforce planning proc-
ess from 3 to 5 years. This would increase the IRS’ ability to identify risks and pro-
vide necessary data to key stakeholders.

Mr. Chairman and members of the committee, I appreciate the opportunity to
share significant problems and challenges that confront the new Commissioner and
IRS senior management. TIGTA will continue its efforts to provide reliable and ob-
jective reviews and assessments of IRS programs and operations. It is our intent
to not only identify waste, fraud, and abuse in IRS programs, but also to propose
solutions to IRS management that address the underlying causes of the problems.

ENDNOTES

1. Cost savings include funds put to better use and questioned costs. Funds put
to better use are defined as funds that could be used more efficiently if management
took actions to implement and complete a recommendation. Questioned costs are
costs that are questioned because of an alleged violation of a provision of a law, reg-
ulation, contract, or other requirement governing the expenditure of funds; or a find-
ing that, at the time of the audit, such cost was not supported by adequate docu-
mentation.

2.Revenue protection involves the proper denial of claims for refund, including
recommendations that prevent erroneous refunds or efforts to defraud the tax sys-
tem.

3.This calculation was based on the estimated savings for 1 year and the current
Federal Funds Rate of 1.75 percent.

4.A John Doe summons is any summons that does not identify the person with
respect to whose liability the summons is issued. A John Doe summons can only
be issued after the approval by a Federal court.

5. A merchant summons is a summons served on the merchants involved in trans-
actions with the credit cards identified via the John Doe summons.

STATEMENT OF HON. EVERETT L. MOSLEY, INSPECTOR GENERAL,
U.S. AGENCY FOR INTERNATIONAL DEVELOPMENT

Mr. Chairman, other committee members, and committee staff, thank you for the
opportunity to provide my written testimony for the record.

This testimony is provided in response to your June 23, 2003, letter of invitation
to me to testify before the committee or provide written testimony for the record.
My testimony addresses the following:

1) My current estimate of the magnitude of waste, fraud, and abuse within the
USAID’s mandatory programs.

2) The general nature of these problems and how long they have persisted.

3) Illustrative examples of these problems.

4) What actions are being taken to eliminate or reduce these problems.

5)that additional actions, of either an administrative or legislative nature, are
required.

USAID has two mandatory spending programs. They are 1) the Foreign Service
retirement and disability fund, and (2) the credit subsidy under USAID’s develop-
ment credit authority.
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The Department of State manages the Foreign Service Retirement System. As a
consequence, the Department of State’s Office of Inspector General is responsible for
audits of the Foreign Service Retirement and Disability Fund. However, USAID’s
contributions to the fund are included in USAID’s financial statements, which we
audit as required under the Government Management and Reform Act of 1994
(GMRA). No issues have been noted regarding USAID’s contributions to the fund
during our audit of USAID’s financial statements.

The credit subsidy under USAID’s development credit authority is also included
in USAID’s financial statements, which are subject to an annual audit under the
requirements of the GMRA. No issues have been reported regarding the subsidy
during our audit of USAID’s financial statements.

While there are no issues to report regarding USAID’s mandatory programs, as
verbally requested, I would like to provide some information on some of USAID’s
management challenges and the results of one of our more recent significant audits.
A full discussion of USAID’s management challenges can be found in our most re-
cent semiannual report to the congress. Our semiannual reports and our audit re-
ports can be found on our website at http:/www.USAID.gov/oig/.

MANAGEMENT CHALLENGES

USAID still faces a number of major management challenges—which parallel the
president’s management agenda. These major management challenges are:
 financial management;
information resource management;
managing for results;
procurement management;
human capital management,;

FINANCIAL MANAGEMENT

Although USAID has made considerable progress toward resolving the challenges
with its financial management system in the past year, USAID still faces challenges
in reconciling financial data, calculating and reporting accounts payable, recording
and classifying advances and related expenses, and recognizing and reporting ac-
counts receivable.

INFORMATION RESOURCE MANAGEMENT

OIG audits have identified significant weaknesses in USAID’s management of in-
formation technology. The OIG reported that USAID processes for procuring and
managing information resource technology have not followed the guidelines estab-
lished by the Clinger-Cohen Act. Also, OIG audits have confirmed that, although
USAID has taken steps to improve computer security, more work is needed to en-
sure sensitive data are not exposed to unacceptable risks of loss or destruction. In
response to OIG audits, USAID has made substantial computer security improve-
ments. The OIG will continue to monitor USAID’s progress in improving computer
security.

MANAGING FOR RESULTS

Federal laws, such as the government performance and results act of 1993 require
Federal agencies to develop performance measurement and reporting systems that
establish strategic and annual plans, set annual targets, track progress, and meas-
ure results. A significant element of USAID’s performance management system is
the annual reports prepared by each of USAID’s operating units.

For fiscal year 2002, the OIG reported that the performance information included
in the management discussion and analysis section of USAID’s consolidated finan-
cial statements actually represented accomplishments from fiscal year 2001 instead
of fiscal year 2002. The OIG has reported this system’s deficiency many times in
prior audit reports. Further, OIG audits conducted at selected audit units over the
past few years have consistently identified deficiencies in the performance measure-
ment systems of USAID operating units, deficiencies which call into question the
reliability of performance data included in the units’ annual reports.

PROCUREMENT MANAGEMENT

USAID’s office of procurement has been the focus of various initiatives for defin-
ing ways to improve the effectiveness of USAID’s acquisition and assistance process.
These activities are in direct response to the long-standing challenges that the office
of procurement has faced in the areas of procurement staffing, activity planning,
and acquisition and assistance award administration.
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HUMAN CAPITAL MANAGEMENT

The ability of USAID to carry out its mission in the 21st century will depend, in
part, on how well it manages all segments of its diverse and widespread workforce.
USAID has made efforts to improve its human capital management. However, OMB
has expressed concerns about current and future critical skill gaps, slow progress
in redirecting staff from supervisory positions to the hands-on activities, and staff-
ing decisions made without programmatic justifications.

In the OIG’s audit of human capital data, the OIG noted that the human capital
data collected and maintained by USAID was neither complete nor totally accurate.
The OIG made several recommendations to help improve the quality and complete-
ness of the human capital data collected by USAID.

AUDIT OF CARGO PREFERENCE REIMBURSEMENTS UNDER SECTION 901D OF THE
MERCHANT MARINE ACT OF 1936

The OIG’s strategy is to help USAID address its major management challenges
explained above. Some OIG audits directed toward USAID’s major management
challenges lead to recommendations with a significant financial impact. One such
audit was the OIG’s audit of cargo preference reimbursements under section 901d
of the Merchant Marine Act of 1936.

During the cargo preference audit, the OIG found that in accordance with estab-
lished laws, policies, and procedures governing administration of cargo preference
reimbursements from the department of transportation to the department of agri-
culture, USDA could be entitled to as much as $289 million in additional reimburse-
ments. Of that amount, up to $175 million could be made available to the two food
aid programs administered by USAID. Furthermore, the OIG found that at least
$7.2 million in USAID cargo preference reimbursements had been misallocated to
a USDA program.

The OIG recommended that USAID seek $175 million in unclaimed reimburse-
ments for excess ocean freight costs dating back to 1994, and further request correc-
tion of a $7.2 million misallocation of a 1995 cargo preference reimbursement from
USDA to USAID. USAID management agreed with the recommendations and are
working with OMB and other Federal agencies to recover the funds.

Thank you for this opportunity to submit written testimony concerning USAID’s
mandatory spending programs and management challenges. I will be happy to re-
spond to any questions you may have.

PREPARED STATEMENT OF HON. RICHARD J. GRIFFIN, INSPECTOR GENERAL,
U.S. DEPARTMENT OF VETERANS AFFAIRS

INTRODUCTION

Mr. Chairman and members of the committee, I am pleased to address the Office
of Inspector General’s (OIG’s) efforts to identify and eliminate waste, fraud, and
abuse in mandatory programs administered by the Department of Veterans Affairs
(VA). We provide oversight that addresses mission-critical activities and programs
in health care delivery, benefits processing, financial management systems, procure-
ment practices, and information management. Our work is accomplished consistent
with our strategic goals and aligned with the strategic goals of the Department.

I will present my observations, identify current efforts that are helping to raise
fraud awareness in VA, and summarize some of our most significant work. I will
also highlight management areas where I believe improvement can be made to re-
duce waste, prevent fraud, and improve administration of VA programs.

To provide continuing oversight of VA’s operation, I established a Combined As-
sessment Program, (CAP), as part of my office’s effort to ensure that high quality
health care and timely benefits are provided to our Nation’s veterans. CAP reviews
combine the knowledge and skills of the OIG Offices of Audit, Investigations, and
Healthcare Inspections to provide collaborative assessments of VA medical facilities
and regional offices on a cyclic basis. The CAP assessments provide management
independent and objective evaluations of key facility programs, activities, and con-
trols.

During CAPs, we conduct fraud, and integrity awareness briefings to raise em-
ployee awareness of fraudulent activities that can occur in VA programs. CAPs con-
tinue to identify investigative leads, systemic weaknesses, and vulnerabilities in
program areas and conditions that require management attention.

In March 1999, we issued our first CAP assessment and since that time we have
completed almost 100 CAP reviews at VA healthcare systems, medical centers, and
regional office facilities.
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We also provide oversight by performing national program audits, preaward and
postaward contract reviews, hotline reviews, healthcare inspections, and investiga-
tions. The results help identify where the Department needs to address major pro-
gram challenges and improve the economy and effectiveness of its operations.

From fiscal year 1998 through March 31, 2003 we issued 872 reports, processed
2,008 hotline cases, and performed 7,073 investigations. We have made rec-
ommendations having the potential to save the Department approximately $1.5 bil-
lion by preventing waste, fraud, and other abuses in mandatory programs. My staff
has detected major frauds impacting the delivery of benefits to veterans and their
beneficiaries and investigated criminal activities perpetrated by employees and oth-
ers that resulted in significant losses.

I will highlight the most significant of this work and address management areas
where I believe further improvement is needed.

BENEFITS PROCESSING

I am pleased to note the success of the Department’s ongoing efforts to reduce the
pending claims backlog that once peaked at about 601,000. Today, the backlog of
rating cases pending has been reduced to about 283,000. Over the last 5 years, we
have made recommendations to VBA addressing many potential improvements and
identified potential monetary savings in excess of $1.5 billion. In addition, investiga-
tions have led to the assessments of fines, restitution payments, and other recov-
eries through civil judgments totaling about $150 million.

Overall, I appreciate the responsiveness the Secretary and Under Secretary have
shown to ensure the Department addresses OIG concerns. However, while VBA is
making progress, there are still many opportunities for improvement to ensure the
timely delivery of benefits and services to veterans.

OIG audits and investigations continue to find that improper benefit payments
are a significant problem in the Department. Improper payments have been attrib-
uted to poor oversight, monitoring, and inadequate internal controls. Improper pay-
ments have also occurred because of payments to ineligible veteran beneficiaries,
fraud, and other abuses. I believe the risk of improper payments is high considering
the significant volume of transactions processed through VA systems, the complex
criteria often used to compute veterans’ benefits payments, and the numerous in-
stances of improper and erroneous payments previously identified.

As a result of our work, I have seen improvement in the Department’s efforts to
ensure benefits are terminated or reduced upon incarceration of veterans.

INCARCERATED VETERANS

In July 1986, our office reported that veterans who were imprisoned in State and
Federal penitentiaries were improperly receiving disability compensation benefits or
needs based pension. This occurred because controls were not adequate to ensure
benefits were terminated or reduced upon incarceration, as required by Public Law
96-385. As a result of our audit, Department managers agreed to implement certain
measures to identify incarcerated veterans and reduce or terminate benefits as ap-
propriate.

We conducted a follow-up evaluation in 1999 to determine if disability benefit pay-
ments to incarcerated veterans were appropriately adjusted, and other procedures
agreed to in 1986 had been implemented. We found that Department officials had
not implemented the agreed to control procedures and improper payments to pris-
oners had continued.

During the follow-up evaluation, we reviewed a sample of veterans incarcerated
in State and Federal prisons and found that 72 percent of the cases were not ad-
justed as required. Based upon the number of beneficiaries that were incarcerated,
we estimated that nationwide, about 13,700 incarcerated veterans had been, or
would be overpaid by about $100 million. Additionally, overpayments to newly in-
carcerated veterans totaling about $70 million would occur over the next 4 years,
if VBA did not establish appropriate controls.

Subsequently, VBA initiated positive actions to enter into agreements with the
Federal Bureau of Prisons to identify claimants in Federal prisons and with the So-
cial Security Administration (SSA) that allows VBA to use the State Verification
and Exchange System to identify claimants incarcerated in State and local facilities.
As a result of their actions, the Department is in a much better position today to
reduce erroneous payments paid to incarcerated veterans and realize the projected
savings.

I would also appreciate the opportunity to address our current work and provide
some examples of where our work has identified large numbers and amounts of im-
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proper payments and to address where we have identified fraud in the administra-
tion of VA benefit programs.

FUGITIVE FELON PROGRAM

In compliance with a recent law, I have established a fugitive felon program to
identify VA benefits recipients and VA employees who are fugitives from justice.
The program consists of conducting computerized matches between fugitive felon
files of law enforcement organizations and VA benefit and personnel records. Once
a veteran or employee is identified as a fugitive, information on the individual is
provided to the law enforcement organization responsible for serving the warrant to
assist in apprehension. Fugitive information is then provided to VA so that benefits
may be suspended and to initiate recovery action for any overpayments. Based on
our pilot study and matches conducted to date, I anticipate that between 1 and 2
percent of all fugitive felony warrants submitted will involve VA beneficiaries. Sav-
ings related to the identification of improper and erroneous payments are projected
to exceed $209 million.

To date, a Memorandum of Understanding has been completed with the U.S. Mar-
shals Service, the States of California and New York, and most recently, the Na-
tional Crime Information Center. While we are still in the initial phases of setting
up the program, our data matching efforts have identified more than 11,000
matches of potential fugitive beneficiaries and employees. Details of recent inves-
tigations of such fugitives follow.

e My agents along with State investigators arrested a fugitive beneficiary wanted
on a parole violation warrant for aggravated kidnapping. Photographs were cir-
culated and a briefing was given to the VA Regional Office (VARO) on the fugitive
status of the veteran. We provided intelligence and assisted in field operations that
resulted in terminating the fugitive’s VA benefit. Several months later, the fugitive
attempted to enter the VARO to inquire about the status of his benefits checks,
however he was turned away by security due to the fact that he had a knife on his
person. A member of the VARO recognized the fugitive from the pictures we had
provided and immediately alerted my staff. OIG agents were able to take the fugi-
tive into custody and subsequently turned him over to the State investigative
agents.

e In another case, a fugitive sought by the FBI was arrested at his residence
based on a Federal arrest warrant issued for unlawful flight to avoid prosecution.
The veteran was wanted on a State warrant for manslaughter, assault, and reckless
driving and had fled to avoid prosecution of the State case. Allegedly, the veteran
killed a 10-year-old girl and injured her aunt because of his reckless driving. The
Seattle VA Regional Office had previously suspended the veteran’s benefits under
the provisions of the fugitive felon project.

¢ In yet another instance, following due process, VA benefit payments going to
a veteran wanted for armed robbery of a bank in Red Wing, MN, were suspended
and later terminated. This action resulted in a $44,448 cost savings. In addition,
during February 2003, the bank to which the veteran’s funds were deposited was
requested to return any available funds effective from the date the veteran became
a fugitive felon. Accordingly, the veteran’s bank sent VA a check for $8,975.90, the
total amount of funds available in his account.

This program contributes to Homeland Security by apprehending fugitive felons,
including some who are wanted for violent offenses in their communities.

DEATH MATCH PROJECT

In addition to the fugitive felon program, we are also conducting an ongoing
proactive death match project. The OIG Death Match initiative is a continuous pro-
gram that involves quarterly matching of the VA Compensation and Pension data-
base with the SSA’s records of death file. The purpose is to identify veterans who
died, where VA is still erroneously paying benefits. Since we began this proactive
initiative in fiscal year 2000, our data matching efforts have identified 8,754 pos-
sible cases. To date, we have closed 3,180 cases because the veteran was still alive
or VA previously took corrective action. Of the 463 investigations completed to date,
76 individuals were arrested and $15.3 million is in the process of being recovered.
Based on the results of the completed investigations, we project the remaining 5,111
cases may produce 855 arrests and $172 million in monetary benefits.

PHILIPPINES BENEFIT REVIEW

During 2002, the OIG and VA Regional Office Manila staff worked together on
an international review to identify and eliminate erroneous benefit payments to pay-
ees supposedly residing in the Philippines. Over 1,100 interviews were conducted,



54

approximately 2,600 files were reviewed, nine criminal cases were initiated and one
search warrant was obtained and executed. As of May 2002, awards of 594 bene-
ficiaries were identified for suspension or termination. The overpayments for these
594 beneficiaries totaled approximately $2.5 million with a projected 5-year cost
avoidance of over $21 million. Criminal investigations initiated during the Phil-
ippines review were turned over to the Philippines National Police. We also referred
94 beneficiaries to the VARO for review regarding a possible increase in benefits;
appointment of a fiduciary; change of address; Prisoner of War Medal status; and
various other benefits changes. From this review effort, several criminal investiga-
tions have been developed that will continue to be pursued during the next fiscal
year. VA officials from the Manila Regional Office and VA’s Financial Systems Qual-
ity Assurance Service were instrumental to the success of this review.

We are now looking at other areas outside the continental United States where
large numbers of veterans or their dependents receive benefits. Presently, over
78,000 payees, outside the continental United States, receive approximately $49 mil-
lion a month in benefit payments. For example, benefit payments of approximately
$2.9 million are paid to approximately 5,100 veterans and their beneficiaries in Ger-
many on a monthly basis. In addition, benefits valued at approximately $28 million
are paid monthly to about 42,000 payees in Puerto Rico.

VA REGIONAL OFFICE FRAUD CASES
ATLANTA VA REGIONAL OFFICE

An OIG investigation uncovered $11.2 million that had been fraudulently paid to
a 30-year VA employee and her 11 co-conspirators representing the largest known
embezzlement by a VA employee. Based on a phone call from an alert Naval Federal
Credit Union employee, the OIG team’s investigation determined that an employee
of VA’s Atlanta Regional Office devised a scheme whereby she used her position of
trust and the VA computer system to resurrect the claims files of deceased veterans
who had no known dependents. Once the files were reestablished, the employee gen-
erated large retroactive benefit payments and, in some cases, recurring monthly
payments, to her co-conspirators. After the payments were deposited in private bank
accounts, the co-conspirators shared the proceeds with the VA employee by giving
her what amounted to approximately one-third of the money they had received.

The scheme started in July 1996, when the employee channeled funds to a retired
career VA employee and a former VA employee. Between 1996 and August 2001,
the trio stole over $6 million. As a result, the OIG team and the U.S. Attorney’s
Office decided to review all claims files touched by these individuals. We discovered
a second conspiracy that showed the same VA employee, starting in 1993, embezzled
approximately $5 million while working with close friends and eight co-conspirators.
This scheme was devised whereby large lump sum payments and recurring monthly
benefit payments were made to these individuals. Like the 1996 scheme, the VA em-
ployee received a share of the benefits when the checks were cashed. Over 100 bank
accounts were analyzed to determine the disposition of the stolen money. The inves-
tigation generated 73 seizure warrants and 30 forfeiture recoveries.

The 12 co-conspirators pled guilty to various charges including theft of Govern-
ment funds, conspiracy, and conspiracy to commit money laundering. The VA em-
ployee’s guilty plea came after being indicted on 1,000 counts from the two conspir-
acies. In addition to defrauding VA, three of the co-conspirators also pled guilty to
defrauding the SSA. The 12 defendants were sentenced to a total of 37.5 years’ im-
prisonment, 35 years’ probation, and judicially ordered to make restitution totaling
over $34 million.

Property with an appraised value of almost $2.8 million was seized or forfeited.
This included houses, airplanes, and such oddities as a mini submarine. In addition,
numerous bank accounts, insurance policies, cash, jewelry, valuable collections (in-
cluding a $40,000 Barbie doll collection), antiques, cars, boats, and motor homes
were recovered from the individuals involved.

HOUSTON VA REGIONAL OFFICE

We also investigated a matter involving a Houston VA Regional Office employee
who was found to have created a false veteran payee within VA data systems and,
with the assistance of another VA employee, caused benefit payments to be dis-
bursed to an address they controlled. In total, during a 3-year period, they stole over
$229,700 from VA. Both employees were prosecuted and received prison sentences,
3 years’ probation and were directed to make restitution totaling $459,572.
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NASHVILLE VA REGIONAL OFFICE

In another instance, a VA Regional Office employee, assigned to the Nashville Re-
gional Office as a veteran services representative, was prosecuted because of a
scheme he devised wherein he obtained the medical information of another veteran
from VA’s computerized Automated Medical Information Exchange. He then altered
the patient information to show it was referring to his medical condition, and for-
warded the fraudulent documents to the VA Regional Office in Cleveland for inclu-
sion in his own claims folder.

This action caused the VARO managing his records to re-evaluate the claim and
upgrade his rating to a 100 percent disability. During the investigation, it was also
determined that compensation granted the employee in 1988, based on his claim for
suffering a gunshot wound, was based on fictitious information. The employee later
resigned and prior to his prosecution, made restitution to VA amounting to $42,976.
After pleading guilty to a Criminal Information charging him with aiding and abet-
ting and wire fraud, the employee was sentenced to 6 months monitored home con-
finement and 24 months probation.

In another Nashville case, a veteran was prosecuted on charges of wire fraud re-
lating to falsified records submitted to VA. The records included his DD Form 214,
Certificate of Release or Discharge from Active Duty. The veteran essentially mis-
represented himself to VA as a wounded prisoner of war. He further fabricated his
military service by claiming to have received the Distinguished Service Cross, and
Silver Star; and, a battlefield commission. During a major news network interview,
the veteran claimed to be a surviving member of an Army group and claimed he
was ordered to fire on Korean civilians at No Gun Ri during the Korean War.

Investigators proved he was not present and his account, therefore, was false. The
veteran’s false claims enabled him to wrongfully receive the Purple Heart and col-
lect disability compensation and medical care benefits from VA for 16 years. The
veteran was sentenced to 21 months imprisonment, 36 months supervised release
and ordered to pay restitution to VA totaling $412,839.

In other benefit fraud cases, two VBA claims examination employees, at separate
VBA Regional Offices, each embezzled over $600,000 in unrelated schemes.

NEW YORK VA REGIONAL OFFICE

In the first instance, a man was arrested in New Jersey on drug possession
charges in April 1998. The arresting officers found a fictitious identification card on
his person and records relating to a savings account in the name shown on the iden-
tification card. Our joint investigation led to the discovery that fraudulent VA dis-
ability compensation benefits were paid into the savings account monthly since Au-
gust 1986. At the time the fraud was discovered, the payments were made at the
rate of $5,011 monthly, the maximum VA compensation rate at that time.

The arrested man turned out to be a former VA employee who had worked as a
disability rating specialist at VA’s New York Regional Office from January 1986 to
May 1987. The former employee was ultimately convicted of having fraudulently re-
ceived VA compensation benefits to which he was not entitled. The scheme was per-
petrated using another person’s Social Security Number (SSN). The name and date
of birth used were not those of the person whose SSN was used. The monthly fraud-
ulent payments continued to be processed for 12 years, totaling over $620,000.

ST. PETERSBURG VA REGIONAL OFFICE

In this case, a supervisor at VA Regional Office St. Petersburg, FL, stole $615,451
by creating a fraudulent disability compensation award in the name of her fiance,
a veteran who had served in the Persian Gulf War. The fraud began in March 1997
and continued until the employee’s arrest in January 1999. The perpetrator used
VBA’s computer system on 10 occasions between March and October 1997, to retro-
actively increase the fraudulent payments she was sending to their bank account.
These actions generated a series of one-time payments totaling about $520,000, and
incrementally increased the recurring benefit payments to $5,011 monthly. At the
time of her arrest, the perpetrator was a Veterans service center section chief, a
mid-level managerial position.

After learning of these thefts, the Under Secretary for benefits requested that my
office review internal controls in the compensation and pension (C&P) program to
determine what vulnerabilities existed that might have facilitated these crimes. I
provided a vulnerability assessment, reporting on 18 observed vulnerabilities in six
general internal control categories. We also began our CAP review initiative to as-
sess the scope and breadth of current vulnerabilities at VA’s regional offices.
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DEPARTMENT WIDE REVIEW OF LARGE ONE-TIME PAYMENTS

In order to ensure the integrity of the benefits delivery system, the Secretary of
Veterans Affairs requested the OIG conduct a department-wide review of large C&P
one-time payments. We began a project examining all one-time payments of $25,000
or more made by the VBA, as well as a review of active awards that were considered
vulnerable to fraud. One additional case of employee fraud was found in our review
of 58,129 one-time payments. The OIG team was able to conclude that payments
were valid for 99.8 percent of the cases reviewed, with the balance of cases being
associated with the Atlanta Regional Office matter.

Although the benefits delivery system and claims processing in general were free
of any similar one-time pay fraud situations, we did find unacceptably high rates
of non-compliance with internal control requirements related to the processing of
one-time payment claims. As a result, VBA began requiring that regional office
management review all large one-time payments to ensure that they were appro-
priate and that required reviews were performed. In addition, we recommended that
security deficiencies discovered in the claims processing system be corrected, and
that regional office managers certify annually that their claims processing security
is in compliance with required controls.

INCOME VERIFICATION MATCH

One of most significant and successful data matching initiatives was our Novem-
ber 2000 audit of VBA’s Income Verification Match. We identified opportunities for
VBA to:

¢ Significantly increase the efficiency, effectiveness, and amount of potential over-
payments that are recovered.

¢ Better ensure program integrity and identification of program fraud.

¢ Improve delivery of services to beneficiaries.

We found that VA’s beneficiary income verification process with the Internal Rev-
enue Service resulted in a large number of unresolved cases. We estimated the mon-
etary impact of these potentially erroneous payments totaled $806 million. Of this
amount, we estimated potential overpayments of $773 million were associated with
benefit claims that contained fraud indicators such as fictitious Social Security num-
bers or other inaccurate key data elements. The remaining $33 million was related
to inappropriate waiver decisions, failure to establish accounts receivable, and other
process inefficiencies. We also estimated that $300 million in beneficiary overpay-
ments involving potential fraud had not been referred to the OIG for investigation.
While VA addressed most of the recommendations in our report, the recommenda-
tion to complete necessary data validation of beneficiary identifier information con-
tained in compensation and pension master records to reduce the number of un-
matched records with the SSA remains unimplemented.

While the Department did not agree with our monetary impact, they did agree
to report the Income Verification Match Program as an internal high priority weak-
ness. We did not accept the Department’s rationale for reducing the monetary im-
pact, since our estimate was based on a statistical sampling methodology that re-
flected a conservative estimate of the dollar impact of overpayments that have oc-
curred.

WORKER’S COMPENSATION BENEFITS

We also audited VA’s Federal Employee Compensation Act Program in July 1998
and concluded the program was not effectively managed and that by returning cur-
rent claimants to work who are no longer disabled, VA could reduce future pay-
ments by $247 million. The audit found that the lack of effective case management
practices placed the Department at risk for program abuse, fraud, and unnecessary
costs.

In April 1999, in response to requests for assistance by the Department, we pro-
vided the Department with a handbook for VA Facility Workers Compensation Pro-
gram Case Management and Fraud Detection. As a result, Office of Workers Com-
pensation Program costs had decreased by 1.6 percent to about $130 million by the
end of fiscal year 1999. However, since that time costs have increased to approxi-
mately $151 million in 2002. We are currently performing a follow-up audit to our
1998 audit. Our preliminary results indicate VA continues to be at risk for program
abuse, fraud, and unnecessary costs because prior OIG program recommendations
have not been fully implemented.
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FINANCIAL MANAGEMENT SYSTEMS

Over the last 5 years, OIG has made recommendations addressing improvements
needed in Financial Management activities and identified the potential for monetary
savings totaling about $600 million. Since fiscal year 1999, VA has achieved un-
qualified Consolidated Financial Statement (CFS) audit opinions. However, con-
tinuing material weaknesses, such as information technology security controls and
noncompliance with Federal financial management system requirements have been
identified. Corrective action needed to address noncompliance with financial system
requirements is expected to take several years to complete.

The material weakness concerning the Department’s financial management sys-
tems underscores the importance of acquiring and implementing a replacement inte-
grated core financial management system. Achieving the success of an unqualified
CFS opinion currently requires a number of manual compilations and extraneous
processes that the financial management system should perform. These processes
require extraordinary administrative efforts by the program, financial management,
and audit staffs. As a result, the risk of materially misstating financial information
is high. Efforts are needed to ensure adequate accountability, and reliable, useful,
and timely information needs to be available to help Department officials make well
informed decisions and judgments.

I will now highlight some additional concerns focusing on debt management ac-
tivities in the Department.

DEBT MANAGEMENT ISSUES

As of December 2002, debts owed to VA totaled over $3 billion, of which active
vendee loans comprise about 52 percent. Debts owed to VA result from the payment
of home loan guaranties; direct home loans; life insurance loans; medical care cost
fund receivables; and compensation, pension, and educational benefits overpay-
ments. Over the last 4 years, my office has issued reports addressing many facets
of the Department’s debt management activities. We reported that the Department
should: (i) be more aggressive in collecting debts; (ii) improve debt avoidance prac-
tices; (iii) streamline and enhance credit management and debt establishment proce-
dures; and (iv) improve the quality and uniformity of debt waiver decisions. While
VA has addressed many of the concerns we reported over the last few years, our
most recent audits continue to identify areas where debt management activities
gould l()le improved and OIG report recommendations have not been adequately ad-

ressed.

MEDICAL CARE COLLECTION FUND

During fiscal year 2002, we conducted an audit of VA’s Medical Care Collection
Fund (MCCF) activities that resulted in identifying opportunities to maximize the
recovery of funds due VA for the provision of health care services. We reported there
were potential opportunities for VA to enhance its collection efforts. Recovered funds
are used to supplement the Department medical care budget and from fiscal years
1997 through 2001 MCCF collections have total $3 billion.

As of September 2001, VA reported a $1 billion backlog of unbilled care. We esti-
mated that eliminating this backlog could result in additional collections of about
$368 million.

Our audits continue to identify additional opportunities for improvements that
can ensure the accuracy of medical record documentation and coding and more ag-
gressively pursue accounts receivable collections. We also reported that insurance
companies were not always billed in patient discharges sampled because the attend-
ing physician’s participation was not documented in the patient medical record.
Missed billing opportunities were estimated to total $13.1 million nationwide. Im-
provements can result in additional collections of about $4.6 million, based on pro-
jections that 35 percent of these billings are paid.

In our MCCF audit, we also noted that VA’s average number of days to bill for
these services took about 95 days. Private sector hospitals generally bill within 10
days of care. VA continues to be at risk of losing revenues by under billing and not
ensuring more timely billing efforts for services.

Our 2002 Healthcare Inspections review found incorrect Current Procedural Ter-
minology codes in 50 percent of the outpatient records sampled. Thus, we are con-
tinuing to evaluate the accuracy of medical record documentation and coding during
our CAP reviews with emphasis on reviewing the quality of documentation and as-
pects of residency supervision to ensure the proper coding of services performed.

I strongly support follow-up of unpaid bills and appeal of denied insurance claims
to increase future collection results in the Department. We have recommended that
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the Department continue to aggressively pursue improvements in these activities.
Promoting results oriented accountability over the MCCF Program will improve
debt management in the Department.

ADDITIONAL BENEFITS OF COMPUTER MATCHING EFFORTS CAN BE ACHIEVED WITH
LEGISLATIVE REFORM

Data sharing has been an important and successful tool for identifying improper
payments, as well as fraud, waste, and abuse. Verifying that the right person is get-
ting the right benefit at the right time is a priority management objective. Com-
puter data matching gives us the ability to verify program participant information
and thereby detect improper payments sooner or perhaps even prevent them before
they start. We find computer matching initiatives cost effective because this type
of work saves a significant amount of labor.

Unfortunately, under current regulations, we are not realizing the timesaving fea-
tures that computers offer. There is a huge untapped potential for saving the Fed-
eral Government a significant amount of erroneous and improper payments in a
timely manner through data matching. However, current regulations are overly
cumbersome and time consuming.

Currently, under the Privacy Act, an initial computer matching agreement be-
tween two agencies may remain in effect for 18 months. Extensions must be nego-
tiated for an additional 12 months. After this 12-month extension, agencies must
then renegotiate a whole new agreement. Renegotiations are time consuming and
unnecessarily increase workload demands on the agency. Furthermore, renegoti-
ations do not always add any additional value to data sharing between agencies. For
example, VA matches with the Social Security Administration wage data is an inte-
gral part of our efforts to review veterans eligibility for pension benefits. This match
should be accomplished annually.

There are other restrictions that keep us from realizing the full benefits of com-
puter matching to identify fraud, waste, and abuse. For example, the cumbersome
and time consuming process under the Computer Matching and Privacy Protection
Act of 1988 (P. L. 100-503), does not apply when matching records from the Depart-
ment’s system of records. However, P.L. 100-503 prevents the matching of Federal
personnel records when there is the possibility that the match results will subject
the Federal employee to adverse financial, personnel, disciplinary or other adverse
actions. In other words, the law prevents us from timely stopping Federal employees
from defrauding the Federal Government.

Here are some changes I believe would be beneficial:

fft Lengthen the time periods that computer matching agreements can remain in
effect.

¢ Amend the Computer Matching and Privacy Protection Act of 1988’s exclu-
sionary clause to include Federal personnel records when making internal matches
using only records from the Department’s system of records.

¢ Develop a process to streamline the development and implementation of a com-
puter matching program. Actions can include consolidating notice requirements and
reevaluating the need to submit approved matches to Congress as well as OMB.
Currently, we must provide record subjects with prior notice by direct notice, con-
structive notice, and a periodic notice.

OTHER LEGISLATIVE REFORM OPPORTUNITIES

Acquiring routine access to Social Security wage and employment data is also crit-
ical to ensuring effective oversight and administration of VA benefits such as eligi-
bility for monthly compensation and pension payments, verification of income for
home loan guarantees, eligibility for medical care (without copayment) and match-
ing efforts to VA’s payroll files for protection against employee fraud. We need to
initiate actions that will improve VA’s ability to review applicants’ eligibility for
benefits and enhance our efforts to detect and prevent fraud.

For example, gaining timely access to Social Security wage data would be indis-
pensable to efficient oversight of the Workers’ Compensation Program. Investigation
of workers compensation cases is very timely and resource intensive, frequently re-
quiring lengthy surveillance to develop a fraud case. Access to the employment and
earnings information held by IRS would also improve the effectiveness of our audits
and investigations and ultimately free up audit and investigative resources for other
high priority matters.

Many overpayments are caused by the inability of VA Regional Offices to act on
information provided by VA employees or other Government entities. All entities
other than the beneficiary or fiduciary are considered third party for purposes of
verified information. As a result, while it is important to protect the interests of
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beneficiaries, the designation of benefit delivering Government entities as third par-
ties creates backlogs in VA’s claims processing activities and benefit overpayments.
VA policy should be revised to include all VA entities in the definition of first party.
This would expedite the due process notification requirement; and reduce overpay-
ments and other unnecessary claims processing work.

This completes my written testimony on waste, fraud, and abuse in mandatory
programs of the Department of Veterans Affairs. I would be pleased to provide infor-
mation on other activities and findings and to answer any questions the committee
may have.

STATEMENTS OF HON. PHYLLIS K. FONG, INSPECTOR GEN-
ERAL, DEPARTMENT OF AGRICULTURE; HON. JOHN P. HIG-
GINS, JR., INSPECTOR GENERAL, DEPARTMENT OF EDU-
CATION; DARA CORRIGAN, ACTING PRINCIPAL DEPUTY IN-
SPECTOR GENERAL, DEPARTMENT OF HEALTH AND HUMAN
SERVICES; AND HON. KENNETH M. MEAD, INSPECTOR GEN-
ERAL, DEPARTMENT OF TRANSPORTATION

Chairman NUSSLE. First I would like to turn to Phyllis Fong,
from the Department of Agriculture. Welcome. And we invite you
to begin your testimony, and your written testimony will be made
part of the record at this point.

STATEMENT OF PHYLLIS K. FONG

Ms. FoNG. Thank you, Mr. Chairman and members of the com-
mittee. I am pleased to be here today to testify about USDA’s man-
datory spending programs. I will focus on those programs that com-
prise a significant portion of USDA’s program levels and that con-
tain identified management challenges for the Department.

As you know, mandatory programs within the Department com-
prise about $67 billion of the over $70 billion portfolio. The pro-
grams I will focus on today include the major food assistance pro-
grams—food stamps, school lunch and school breakfast—the farm
programs, and the crop insurance programs.

Over the past 7 years, IG audits and investigations in these
areas have identified over $751 million in questioned costs, $466
million in potential program savings, and $497 million in investiga-
tive results. So we have done quite a bit of work in these areas.

First of all, I would like to turn to the Food Stamp Program. As
you know, that program is the Nation’s principal nutrition assist-
ance program, which FNS, the Food and Nutrition Service, admin-
isters in cooperation with State agencies. Food stamp benefits are
provided via paper coupons and EBT cards which can be redeemed
at authorized retailers.

In the area of retailer abuse, we have found that fraud in the
program generally occurs when individuals sell their benefits for
cash, in violation of the intent of the program as well as the law.
This practice, which is known as trafficking, diverts food stamps
away from their intended purpose. Curbing the incidence of traf-
ficking by retailers and individuals remains an area of significant
concern. The FNS has issued an estimate in fiscal year 2000, that
disclosed that stores trafficked over $650 million each year for a 3-
year period from 1996-98. This amounts to approximately 32
cents of every food stamp dollar that has been issued.

The advent of EBT has not prevented fraud in the program.
Rather, what we have seen is that fraud continues to exist, but the
method of trafficking has moved from the streets to the stores. As
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a result, our investigations are now focusing almost solely on the
retailers, because they are the only ones who can redeem food ben-
eﬁtcs1 for cash from the government, using coupons or the EBT
cards.

We have made a number of recommendations to the Department
on this, and FNS has increased its onsite monitoring of retailers.
And our belief is, they appear to be identifying and addressing
problem retailers through that process.

Another area of concern for us is the area of improper payments.
Eligibility for the Food Stamp Program is generally based on an
applicant’s household income and other resources, and certain de-
ductions are allowed from a household’s gross income similar to a
tax computation.

FNS has undertaken to measure the accuracy of its payments
using a statistical sampling system. And what they have found is
that between fiscal years 1993-2001, the national error rates have
fluctuated between 10.81 percent and 8.66 percent. These rates in-
clude both underpayments and overpayments to individuals. For
fiscal year 2001, which is the most recent data, total erroneous
payments were about $1.3 billion out of a total of $15.5 billion in
issuances.

Recently Congress has taken some action to address this. The
Food Stamp Reauthorization Act of 2002 contains provisions to
simplify the definitions of income, deductions, allowances and other
kinds of costs. Those provisions became effective in October of
2002, and FNS plans to issue implementing regulations soon.

While one would expect those provisions to result in fewer certifi-
cation errors and therefore fewer improper payments, the deter-
mining factor will be how well FNS and the States actually imple-
ment the provisions of the new act and then make any adjustments
based on their quality control process. We anticipate that we
should be able to evaluate the results of that in the 2004-05 time
frame.

Next I will to the national school lunch and school breakfast pro-
grams. Under these programs, FNS can reimburse schools for all
meals served that meet program requirements, and meals that are
served free or at a reduced price receive an additional reimburse-
ment from the Federal Government. Eligibility for these meals is
based on household income, and school food authorities are re-
quired to sample applications to verify the reported income of re-
cipients.

The Department has acknowledged that eligibility determination
and verification in those programs is a significant management
challenge that must be addressed. The recent U.S. Census shows
27 percent more students are certified for free or reduced price
meals than the census data itself would suggest are eligible. We
have done a number of audits in this area, sampling specific juris-
dictions, and we have also found that there are significant error
rates, ranging from 19 percent in Illinois to about 69.5 percent in
New York City.

As a result of this, FNS is exploring several options, and they
have several pilot programs in place to address this problem.

I would now like to turn to the crop insurance and farm pro-
grams of the Department. These programs are closely related and
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they use the same basic data to compute program benefits. Such
data include acreage, crop location, production and shares, all of
which are generally self-certified by program participants.

Insurance companies for the crop insurance program and FSA for
the farm programs, however, collect this data separately. They col-
lect it from producers and they collect it in different formats. Be-
cause there are fundamental differences in how these two different
entities collect data and in the definitions of their data, there is
sometimes the appearance that there are significant discrepancies
in the data.

Congress took action with the Agricultural Risk Protection Act of
2000 to require these two entities within USDA to annually rec-
oncile their data, and to address apparent discrepancies. The rea-
son why this is significant is that if there are discrepancies in the
data, it permits erroneous payments or improper payments to be
made.

The act also requires RMA to use data warehousing and data
mining technologies to identify anomalies in these programs and
the potential for fraud. We have reviewed the 2001 crop year data
reconciliation process. We found that FSA was able to resolve about
half of the data records that were not matched between the two en-
tities. We believe significant action remains to be done. And until
this happens, it is our belief that neither entity within USDA will
be able to reduce its improper payment rate.

In sum, in each of those mandatory programs that I have dis-
cussed, much has been done by USDA and the Congress to address
some of the inherent weaknesses within USDA’s programs. Overall
I see the key to future improvement in this area as lying in the
Department’s response to implementing the 2002 Improper Pay-
ments Information Act which Congress enacted last year. This will
be a critical action item for the Department.

In many of our programs, the Department has not yet done a full
analysis as to the extent of improper, erroneous payments, and so
it is very difficult for us to get a handle on it and to take appro-
priate corrective action.

There must be management commitment, inter- and intra-agency
coordination, adequate information systems, and quality control
processes and effective enforcement action for the Department to
continue to move forward in these areas. We in the IG’s office are
committed to working with the Department and the Congress to
address these areas, and we would be happy to address any ques-
tions that you may have.

Chairman NUSSLE. Thank you very much for your testimony.

[The prepared statement of Ms. Fong follows:]

PREPARED STATEMENT OF HON. PHYLLIS K. FONG, INSPECTOR GENERAL,
U.S. DEPARTMENT OF AGRICULTURE

Thank you, Mr. Chairman and members of the committee. I am pleased to be here
to provide testimony about the Office of Inspector General’s (OIG) perspective on
fraud, waste, and abuse in mandatory programs administered by the U.S. Depart-
ment of Agriculture (USDA).

BACKGROUND

USDA’s Office of Inspector General has over 40 years of service within the De-
partment and as such has a long history of identifying fraud, waste, and abuse in
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USDA’s programs. Although our tools and techniques have changed over the years,
our purpose remains the same: to perform audits and investigations of the Depart-
ment’s more than 300 programs and operations, recommend policies and actions to
promote economy and efficiency, and prevent and detect fraud, waste, and abuse in
these programs and operations. We have been actively involved in auditing and in-
vestigating the major USDA mandatory programs: food assistance programs and
farm programs (including conservation) and crop insurance programs. We take as
our motto and our purpose, “Ensuring the integrity of American Agriculture.” In 40
years, we have seen many changes in the Department’s programs, just as we have
seen many changes in the nature of the schemes and devices we encounter, and the
program abuse and mismanagement we find.

IMPROPER PAYMENTS

Allow me to say from the outset that while OIG has a long history in identifying
fraud, waste, and abuse in USDA programs, quantifying the extent of these offenses
is extremely difficult. In the case of fraud in particular, people do not commit it with
the idea that it will be discovered. Consequently, a reliable estimate is difficult to
obtain. Both Congress and the administration recognize the importance of reducing
waste in Government programs. As you know, one of the initiatives of the Presi-
dent’s Management Agenda is to reduce erroneous (improper) payments. An erro-
neous payment is any payment that should not have been made, or that was made
in an incorrect amount, to an ineligible recipient, or for an ineligible service. The
2002 Improper Payments Information Act now requires agencies to identify pro-
grams vulnerable to improper payments, estimate the extent of these erroneous pay-
ments, and develop a plan to prevent such errors. This new requirement will be a
significant management challenge to Federal agencies, including USDA. Successful
implementation will require a strong internal control structure, to include manage-
ment commitment and the necessary resources, quality control processes, and infor-
mation systems to prevent, detect, and measure the extent of erroneous payments.
Ultimately, the goal will be to design internal control systems to detect and prevent
improper payments before they “go out the door.”

Within USDA, the only agency that currently has a statistically based quality con-
trol program in place to measure the extent of improper payments is the Food and
Nutrition Service (FNS). This program measures both over- and under-payments of
Food Stamp Program benefits by State administering agencies, albeit “after the
fact.” A key component of FNS’ program is to provide a system of incentives and
penalties to encourage State administering agencies to lower their error rates and
ensure that eligible individuals receive the proper amount of program benefits. OIG
recognizes the importance of preventing improper payments and has recently initi-
ated a review to assess the progress of select agencies in implementing this new
mandated requirement.

Over the past several years, OIG has been requested to identify the top manage-
ment challenges facing the Department. Among other things, we considered OIG’s
experience in finding fraud, waste, and abuse in the program and the nature of the
program that might make it vulnerable to fraud, waste or abuse. USDA has about
70 mandatory spending programs (see Exhibit A). For fiscal year 2003, these man-
datory programs amounted to approximately $67.8 billion, or 64 percent of the
USDA’s total estimated program dollar level. Today, we will focus our testimony on
those programs that comprise a significant portion of USDA’s program levels, in
both dollars and participants, and that contain OIG-identified management chal-
lenges for USDA. The programs I will address are the major food assistance pro-
grams (Food Stamp and National School Lunch and Breakfast Programs); farm pro-
grams (including conservation); and crop insurance programs. Between fiscal years
1996 and 2002, OIG conducted 509 audits and 3,492 investigations in these pro-
grams; our audits identified about $751 million in questioned costs and $466 million
in potential program savings in these programs, and our investigations resulted in
over $497 million in monetary results.

FoOD ASSISTANCE PROGRAMS

FNS administers the food assistance programs of USDA. These programs include
the Food Stamp Program, the National School Lunch and School Breakfast Pro-
grams, among others. The program goals are to provide access to a more nutritious
diet for people with low incomes, to encourage better eating habits among the Na-
tion’s children, and to stabilize farm prices by distributing surplus foods.
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FOOD STAMP PROGRAM

The Food Stamp Program is the Nation’s principal nutrition assistance program.
FNS administers the program in cooperation with State agencies. Households apply
for benefits at State or local welfare offices. Those offices certify the households’ eli-
gibility to participate and issue the benefits. Eligibility is generally based on the
household’s level of income and other resources of the applicant, including bank ac-
counts and real estate. In fiscal year 2002 just over $18 billion in food stamps was
issued to an average 8.2 million households. FNS funds the entire cost of program
benefits and shares in the State agencies’ administrative costs. The program pro-
vides monthly program allotments to households in the form of paper coupons or
in the form of electronic benefits transfer (EBT) systems cards, which function much
like bank debit cards. Food stamp benefits provided via coupons and EBT cards can
be redeemed at authorized retailers. FNS began pilot implementation of EBT to pro-
vide food stamp benefits in 1984. The Personal Responsibility and Work Oppor-
tunity Reconciliation Act of 1996 (welfare reform) mandated all States to implement
EBT for food stamps by October 2002. As of July 2003, FNS reported 52 of 53 State
Agencies have operational systems with 48 being operational State- or district-wide.
FNS now estimates that about 91 percent of participating households receive food
stamp benefits through EBT systems, which is about 91 percent of the total
issuances.

Retailers apply to FNS for authorization to accept food stamps at their establish-
ments, including supermarkets, corner grocery stores, convenience stores, and farm-
ers’ markets. To qualify for authorization, a retailer must stock an ample variety
of staple foods including breads, dairy products, fruits and vegetables, and meats.

RETAILER ABUSES

Fraud and abuse in the Food Stamp Program generally occurs when individuals
sell their benefits for cash in violation of the intent of the program as well as the
law. This practice, known as trafficking, diverts food stamps away from their pur-
pose. Curbing the incidence of trafficking by retailers and individuals remains an
area of significant mutual concern for FNS and OIG. FNS’ latest estimate for traf-
ficking was published in March 2000 (FNS is planning to issue a revised estimate
this summer). The report used data from FNS investigations of authorized retailers
and disclosed that stores trafficked over $650 million each year during the period
1996-98. This amounted to 32 cents of every food stamp dollar issued. The advent
of EBT has not prevented fraud from occurring; the scheme of trafficking has not
changed yet the method has. Specifically, trafficking of food stamp benefits has
moved from the street to the stores. Our investigations now focus almost solely on
the retailers because they are the only ones who can redeem food benefits for cash
from the government using paper coupons or households’ EBT cards. EBT systems
do, however, provide an electronic record of transactions and make it easier to iden-
tify stores that may be trafficking. The systems also identify the households whose
benefits were trafficked, something that was not possible under the coupon system.

Since the FNS-authorized retailer is the key to redemption of program benefits,
OIG has been concerned about the legitimacy and eligibility of these authorized re-
tailers. We have testified in the past about our work in this area and the need for
agency on-site reviews to determine if a retailer should be authorized or remain eli-

ible for reauthorization. In 1995, we performed a review of retailer eligibility enti-
tled “Food Stamp Program, Store Eligibility Task Force.” At that time, we visited
over 5,000 authorized retailers and identified over 850 stores that were obviously
not eligible to participate and another 450 stores whose eligibility was questionable.
These stores had minimal or no staple foods, were out of business, or did not exist.
FNS had not routinely conducted onsite preauthorization visits and had accepted
the information provided on the store’s application without verification. While FNS
could require stores to be periodically reauthorized, site visits were not a require-
ment of the reauthorization process. We recommended that routine onsite visits be
incorporated into both the application and reauthorization processes. In response to
OIG’s concerns, FNS contracted with outside vendors to make the visits and provide
FNS with specific information to be used in the authorization and reauthorization
process. The contractors were required to complete a checklist of food inventory and
take representative photographs of each retailer’s operation. We have reviewed this
system and concluded that it is working. At the time of our initial review of retailer
eligibility in 1995, there were about 208,000 authorized retailers. At the end of fiscal
year 2002, with increased onsite monitoring resulting in better information and
more critical assessments, that number has now been reduced to 146,000. This
being said, our ongoing investigations indicate FNS must remain vigilant in identi-
fying and addressing problem retailers.
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As previously mentioned, EBT systems provide an electronic record of individual
transactions. Because FNS has a reliable quality control system in place to detect
erroneous payments due to errors in determining recipient eligibility, OIG audits
over the past 5 years have been directed to evaluating State and EBT processor con-
trols to ensure that EBT systems can accurately and reliably issue, account for, and
report Food Stamp Program data. Our audits have shown that these EBT systems
are working. Analyses of EBT data have proven invaluable in targeting retailers
whose activities are questionable. With the majority of food stamp benefits now
being issued through EBT systems, the focus needs to remain on using this data
to better target problem retailers and refining analyses as problem retailers change
their techniques to avoid detection.

In fact, we focus our investigative efforts on retailer trafficking in an attempt to
stem both the retailer’s illegal gains and the recipient’s illegal use of food stamp
benefits. For the period fiscal years 1996-2002, we have conducted 2,540 food stamp
related investigations. Of the investigations, 2,238 were retailer related, and of
those, 491 involved trafficking with EBT benefits. Our food stamp related investiga-
tions for the past 7 years have resulted in 2,969 indictments, 2,740 convictions, and
over $264 million in monetary results.

One example of our investigative work involved a joint investigation with the In-
ternal Revenue Service of four food stores owned by family members in the Fort
Worth, TX area. We found that from the period December 1996 through April 1999,
the defendants’ efforts in a food stamp trafficking scheme resulted in government
losses exceeding $1.3 million. Part of the scheme involved trafficking food stamps
through one authorized retail store via manual transaction over the telephone of an-
other store. The owner of one store would call the owner of a second store and pro-
vide him with an EBT card number and associated PIN. The owner at the second
location would enter the information into the point of sale (POS) device to complete
the transaction. POS devices are terminals used to transact EBT benefits. Through
our efforts five family members and several other store employees were convicted
and received sentences ranging from 8 to 46 months in prison. They were charged
with violations of food stamp EBT trafficking and conspiracy. These individuals
were also ordered to pay over $1.3 million in restitution for the Government’s losses.

We have recently identified a fraudulent scheme that while rare, appears to be
growing in the Food Stamp Program. We noticed that authorized retailers are mov-
ing their POS devices to an unauthorized location, such as an unauthorized store
or apartment, for trafficking purposes. We learned through investigation that unau-
thorized stores take possession of EBT POS devices, which are then used to conduct
fraudulent transactions. Additionally, we found that stores work in concert with
other unauthorized stores to further the scheme. We have met with FNS on this
issue, and are working together to consider ways to prevent this activity from occur-
ring. Factors such as cost, however, have been identified as potential impediments
to some solutions.

The nature of the Food Stamp Program and the large amount of money that it
provides to recipients creates the potential for laundered monies to be transferred
overseas, where it is not always possible to track how the funds are used. We have
noticed trends in our food stamp trafficking investigations where such activity oc-
curs. In fact, the elements of money laundering and overseas transfers led to our
participation in the Federal Joint Terrorism Task Force (JTTF) and Operation
Green Quest, which is a national project to target money transfer businesses send-
ing funds overseas to terrorist groups.

In one such investigation we uncovered a network of grocery stores, a wholesale
distributing company and a video store, all owned by the same individuals that pur-
chased food stamps and other program benefits for cash. The primary source of the
trafficking occurred at the video store, which was located a few storefronts away
from a food stamp issuance center. The video store would receive cash from one of
the grocery stores, owned by the defendants, and use it to purchase food stamps and
other program benefits. The video store would then provide the illegally obtained
food stamps and other program benefits to the grocery store, which in turn re-
deemed the stamps or provided them to another authorized grocery store for re-
demption. Due to the large volume of food stamps and other program benefits,
which needed to be redeemed, many authorized grocery stores were involved in the
network, so that the fraud would go undetected. Through this investigation we dis-
covered that approximately $1 million was transferred overseas. Two of the owners
who pled guilty to food stamp fraud have fled the country and remain in a fugitive
status. Additionally, the courts have entered a judgment against the store owners
in an amount exceeding $71 million.

We currently have active investigations with most of the 44 local JTTFs, and have
an OIG representative serving on the National JTTF.
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FNS has the ability to take administrative action against authorized retailers
using its own analysis of EBT data. FNS may also conduct retailer compliance in-
vestigations and take administrative action against retailers who violate the food
stamp regulations. Such administrative actions include temporarily or permanently
disqualifying retailers and their owners from participating in the program. In those
instances when an FNS compliance investigation uncovers a retailer trafficking in
food stamps, FNS promptly notifies OIG concerning the potential for a criminal in-
vestigation. Since fiscal year 1996, OIG has opened 1,159 food stamp trafficking in-
vestigations based on FNS referrals.

An excellent example of an OIG investigation based on an FNS Compliance refer-
ral involves a matter in Philadelphia. Through a joint investigation with FNS Com-
pliance and the U.S. Secret Service, we found that over an 18-month period, the two
owners of an authorized store fraudulently redeemed $1.3 million in food stamp
EBT benefits. Both owners were convicted of fraud. One was sentenced to 9 months
incarceration, 3 years probation, and ordered to pay $1.3 million in restitution. The
other was sentenced to 6 months home detention, 5 years probation, and ordered
to pay $1.3 million in restitution. Additionally, one of the owners agreed to cooper-
ate and testify against the food stamp recipients who sold him their food stamp ben-
efits. Thus far, the owner has identified about 3,000 recipients; over 2,000 of them
have been notified that they will be removed from the food stamp rolls. The State
of Pennsylvania has also indicted over 120 recipients in this matter.

IMPROPER PAYMENTS

Eligibility for the Food Stamp Program is generally based on household income
and other resources of the applicant, including bank accounts and real estate. Cer-
tain deductions are allowed from a household’s gross income including dependent
care, shelter, medical, and child support payments. Applicants must provide proof
of income to become eligible to participate. Since 1974, FNS has measured payment
accuracy using a statistical sampling system called the Quality Control (QC) system.
Each State conducts monthly reviews of a statistical sample of households to meas-
ure payment accuracy (overpayments and underpayments) and the correctness of
decisions to deny benefits. Between fiscal years 1993 and 2001, the national annual
error rates have fluctuated between 10.81 percent and 8.66 percent, which include
both over- and underpayments. For fiscal year 2001, the total erroneous payments
were about $1.3 billion, with about $1 billion in over-issuances and about $340 mil-
lion in underissuances. Total issuances for fiscal year 2001 were about $15.5 billion.
OIG considers the significance of these errors to be material to the Food Stamp Pro-

am.

FNS’ analyses of the error rates for fiscal year 2000 (the latest year published)
shows that 54 percent of the dollar errors were attributed to the certifying agency,
while about 46 percent were attributed to the households. The single biggest factor
is determining or reporting income, which makes up almost 52 percent of the errors.
This is followed by deductions from the household’s gross income, which makes up
about 28 percent of the errors.

Our investigations have found that some recipients deliberately misrepresent
their financial status, household income and composition, to obtain program bene-
fits. Through this misreporting of information, individuals are certified as qualifying
for food stamp benefits when, in fact, they do not. In a recent investigation worked
jointly with the FBI, Immigration and Naturalization Service, Secret Service, Bu-
reau of Alcohol, Tobacco, and Firearms, and two other Federal OIG offices, we found
that an individual’s personal finances and assets were inconsistent with those
claimed on his food stamp and welfare applications. The investigation revealed that
the individual provided false information in order to obtain credit cards, Social Secu-
rity numbers, and alien registration documents. The individual was found guilty on
several counts, including unlawful acquisition of food stamp benefits. He was sen-
genced to 30 months in prison and ordered to pay restitution in the amount of

41,805.

We note that the Food Stamp Reauthorization Act of 2002 contains provisions to
simplify the definitions of income, utility allowances, housing costs, resources, and
determining deductions. These provisions of the act became effective October 1, 2002
and FNS plans to publish regulations to implement the act as soon as possible.
While one would expect these provisions to result in fewer certification errors, the
determining factor will be how well FNS and the States implement the provisions
and then make any adjustments based on QC results. The QC results will not be
available until fiscal year 2004 data are tested.

At the time of OIG’s audit in 1997, entitled “Reinvestment of Food Stamp Pen-
alties,” it was thought that the high error rates were attributable to large increases
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in participation without a corresponding increase in State certification personnel.
However, between 1995 and 2001 there was a significant decline in the number of
participating households and a 34 percent decrease in program outlays. Yet the
error rate for the same period only declined by 11 percent, which indicates that
error rates are not directly linked to participation levels.

Reducing the error rate, and thus the corresponding program losses, needs to re-
main an area of focus for FNS. This emphasis is supported by the Under Secretary
for Food, Nutrition and Consumer Services, who noted in his fiscal year 2003 budget
hearings that the Department’s focus will be to deal with States with the most seri-
ous problems and consistently high error rates. In line with the Under Secretary’s
statement, the Department has recently fined California, Michigan, and Wisconsin,
the three States with the highest error rates for 2002.

The current law imposes QC liabilities each year a State’s payment error rate is
above the national average. Recent legislation (farm bill) made substantial changes
to FNS’ quality control system. Effective for fiscal year 2003, the reforms raise this
threshold so that States are not penalized unless there is a 95 percent probability
that their error rate exceeds 105 percent of the national average for two consecutive
years. The law also contains various provisions for waiving penalties and provides
bonuses for high performance. The impact of these changes on the payment accuracy
rates and FNS’ ability to encourage corrective actions by State administering agen-
cies may not be known until fiscal year 2005. We plan to monitor the implementa-
tion of these program changes.

FUGITIVE FELONS MADE INELIGIBLE TO RECEIVE FOOD STAMP PROGRAM BENEFITS

In 1996, Congress passed the Personal Responsibility and Work Opportunity Rec-
onciliation Act of 1996, generally known as the Welfare Reform Act. In the act, Con-
gress recognized that certain people are not eligible for food stamps. The Act made
felony fugitives ineligible to receive food stamp benefits. Additionally, this law al-
lows the matching of law enforcement felony fugitive files with social service agen-
cies’ food stamp recipient records. To implement the law, OIG created “Operation
Talon.” This initiative capitalized on the provision of the act that declared individ-
uals ineligible to receive Food Stamp Program benefits who are “* * * fleeing to avoid
prosecution, custody, or confinement after conviction.” The provision also authorized
State agencies to provide the addresses of food stamp recipients to any Federal,
State, or local law enforcement officer for official purposes. Operation Talon was
commenced in conjunction with other law enforcement agencies across the United
States to locate and apprehend fugitives who may be illegally receiving food stamp
benefits. It was designed to carry out the intent of Congress by:

¢ removing ineligible fugitive felons from Food Stamp Progam rolls, thereby re-
ducing program outlays;

* removing fugitive felons from the streets in order to make our communities
safer; and

e demonstrating to States how to carry out the statutory provisions on a con-
tinuing basis.

Since its inception in early 1997, Operation Talon has resulted in 8,793 arrests.
Serious crimes perpetrated by those arrested include homicide related offenses, such
as murder attempted murder, and manslaughter; sex offenses, such as child moles-
tation, rape, and attempted rape; kidnapping/abduction; assault; robbery; and drugs/
narcotics violations. An example of an Operation Talon arrest involved an individual
wanted for murder in southern New Jersey. The individual and two others were al-
leged to have executed a victim as part of a cocaine distribution conspiracy. OIG
agents and detectives from the New Jersey State Police, the New York State Police,
and the New York City Police Department, apprehended the individual in the
Bronx, which was at the address he reported in his food stamp application.

As successful as this initiative is, I unfortunately cannot provide the cost savings
brought about by these operations. Since the States determine eligibility, they are
the ones who are best positioned to make such determinations. For example, New
Jersey has developed a formula for estimating costs avoided. To date, New Jersey
estimates cost avoidance (program benefits now available for eligible recipients) of
$1.9 million since the inception of Talon in 1996. It is difficult, however, for most
States to determine cost savings because even though fugitives are removed from
the food stamp eligibility roles, they may be only one member in an entire house-
hold that continues to be eligible.

NATIONAL SCHOOL LUNCH AND SCHOOL BREAKFAST PROGRAMS

The National School Lunch and School Breakfast Programs are administered by
FNS through State educational agencies. The programs are designed to provide chil-



67

dren with access to nutritious meals away from home and to improve their diets.
Schools are eligible for reimbursement from FNS for all meals served that meet pro-
gram requirements, with meals served free or at a reduced price receiving addi-
tional reimbursement. For fiscal year 2003, FNS estimates that National School
Lunch Program outlays will be about $5.8 billion with the School Breakfast Program
approaching $1.7 billion. Both programs share common eligibility requirements for
free and reduced price meals. In fiscal year 2002, almost 58 percent of the National
School Lunch meals were served free or at a reduced price, with the School Break-
fast Program serving almost 83 percent of its meals as free or reduced price. Eligi-
bility for free and reduced price meals is based on household income with house-
holds submitting applications at the beginning of the school year to their local
school food authority. To test whether households correctly report their income,
school food authorities are required to sample applications to verify the reported in-
come.

In August 1997, OIG issued a report entitled “National School Lunch Program
Verification of Applications in Illinois.” We reported that while school food authori-
ties generally followed regulations in conducting income verifications, they did not
expand their sampling when high error rates were found. Overall, Illinois had a 19
percent error rate comprised of households underreporting income (about 9 percent)
or failing to respond to verification requests (about 10 percent). This meant that
$31.2 million, of the $165.1 million Illinois received in 1 year for free and reduced
price meals, was potentially paid out for households that were not eligible. As part
of the verification process, school food authorities are required to reduce or termi-
nate benefits when the verification does not confirm the accuracy of the child’s eligi-
bility. OIG recommended that FNS establish a threshold for the maximum percent-
age of errors allowable during the verification process and require additional sam-
pling when that percentage is exceeded. OIG further recommended that States be
required to monitor school food authority verification efforts and follow-up to assure
additional testing was undertaken where needed. FNS did not initially agree to
make regulatory changes based only on our findings in Illinois, but subsequently re-
vised this position when information it gathered on additional States showed an av-
erage error rate of 26 percent.

OIG’s review, “National School Lunch Program Operations in New York City,”
issued in September 2002, further confirmed the severity of the problem. For school
year 1998/1999, in which New York City received $204 million in FNS reimburse-
ment, the school food authority’s testing of households’ applications showed about
55 percent of those sampled underreported income (about 23 percent) or did not re-
spond to verification requests (about 32 percent), with the error rate climbing to
59.5 percent in school year 1999/2000, 65.1 percent in school year 2000/2001, and
69.5 percent in 2001/2002. Furthermore, the New York City school food authority
did not always adjust its claims for reimbursement based on the verification results,
as required.

The Department has acknowledged that eligibility determinations and verification
in the National School Lunch and School Breakfast Programs is an issue that needs
to be addressed for program integrity. The Under Secretary for Food, Nutrition and
Consumer Services noted in his testimony before the House Appropriations Sub-
committee on Agriculture, Rural Development, Food and Drug, and Related Agen-
cies in March 2002, that the recent U.S. Census shows 27 percent more students
are certified for free or reduced price meals than the Census data itself would sug-
gest are eligible. Since National School Lunch and School Breakfast Program reim-
bursements are estimated to reach $7.5 billion during fiscal year 2003, in response
to these concerns, FNS has published a proposed rule requiring schools to report
on the results of their verification reviews to the State agency. In turn, State agen-
cies would consolidate the data and report to FNS. FNS also currently has pilot
projects underway in 22 school food authorities in 16 States to assess three different
options to address the verification process and the current high error rate. The first
option requires households that are not eligible for free meals, by virtue of being
eligible for Food Stamp Program or Temporary Assistance for Needy Family bene-
fits, to provide upfront documentation of household income with their application.
The second option requires school food authorities to expand verification sampling
if the initial tests showed an error rate exceeding 25 percent. The third option re-
quires school food authorities to verify direct certifications, namely those who re-
ported receiving Food Stamp Program or Temporary Assistance for Needy Families
benefits. The pilots are to be completed at the end of school year 2002/2003.

FNS and OIG both agree that the eligibility determination and verification proc-
ess is a management challenge that must be addressed to reduce fraud, waste, and
abuse in FNS programs. The Under Secretary for Food, Nutrition and Consumer
Services noted in his testimony before the Senate Committee on Agriculture, Nutri-
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tion and Forestry in April 2003 that problems with school meals certification have
worsened over time and that the Department has been working to develop and test
policy changes that improve accuracy but do not deter eligible children from partici-
pation in the programs. Options being pursued by the Department include requiring
direct certification for free meals through the Food Stamp Program, enhancing
verification of applications by drawing samples early in the school year and expand-
ing the verification sample, requiring a robust effort to follow up with those who
do not respond to verification requests, streamlining the process by requiring a sin-
gle application, and initiating a series of projects to test alternatives for certifying
and verifying applicant information (including computer matching of wage data).

Another area in the National School Lunch and Breakfast Programs prone to
fraud, waste, or abuse involves local school food authority contracts with food serv-
ice providers. OIG is working with FNS to address cost reductions in the form of
contract discounts, rebates, and allowances. Federal cost principals require that
such benefits accrue to the program. However, the Office of Management and Budg-
et has recently determined that Federal cost principles do not apply to local con-
tracts with food service management companies. FNS is pursuing regulatory action
to address this problem. Our investigations have also identified schemes by food
service providers to inflate expense claims. One large food service provider agreed
to pay $325,000, in order to settle a lawsuit brought in regards to inflated National
School Lunch Program claims. In its billings to several school districts, this firm in-
flated flat rate labor costs for employee related expenses and claimed for insurance
expenses that had not been incurred.

CROP INSURANCE AND FARM PROGRAMS

We believe the Department confronts the same challenges in administering these
two program areas, since they are closely related, interdependent, and prone to the
same types of abuse. When Congress enacted the Agricultural Risk Protection Act
of 2000 (ARPA), it mandated the Risk Management Agency (RMA) and Farm Serv-
ice Agency (FSA) to work together to strengthen their programs and to better serve
American farmers and ranchers.

Federal crop insurance programs are delivered through private insurance compa-
nies under the oversight of the Federal Crop Insurance Corporation and RMA. To-
day’s crop insurance programs help farmers survive depressed market prices and
major crop losses through market-based risk management solutions. At the same
time, the farm programs administered by FSA serve to stabilize farm income, help
farmers conserve land and water resources, provide credit to new or disadvantaged
farmers and ranchers, and help farm operations recover from the effects of disaster.
For the five fiscal years 1998-2002, the average value of all financial assistance pro-
vided to the public by RMA, FSA, and NRCS (actual program levels) were $2.432
billion, $32.073 billion, and $1.426 billion respectively. Over those 5 years, RMA’s,
FSA’s, and NRCS’ combined program levels ranged from 28 to 45 percent of USDA’s
annual budget.

While OIG has observed the general nature of fraud, waste, and abuse in crop
insurance and farm programs, the overall magnitude of these problems is unknown.
Fraud is commonly perpetrated through false certification of one or more of the
basic data elements essential for determining program eligibility and amounts of
benefits. In RMA cases, the scheme typically involves a conspiracy between an in-
surance company representative and a producer. For example, in one investigation
it was determined that a producer who was also employed as an insurance agent
paid employees of his insurance company to assist him in setting up sham farming
operations. These sham operations enabled the individual to receive over $5.9 mil-
lion in ineligible payments from FSA and RMA. The individual was also able to use
the sham operations to offset his sizable insurance profits and file false income tax
returns. This individual was convicted on money laundering, conspiracy, false state-
ments, aiding and abetting, false tax returns, mail fraud, and wire fraud. The indi-
vidual was sentenced to 60 months incarceration, 3 years supervised release, $1,800
1special assessment, $13,800 toward cost of prosecution, and forfeiture of $5.8 mil-
ion.

Abuse is more subjective and occurs when a participant’s actions defeat the intent
of the program although no law, regulation, or contract provision is actually vio-
lated. Waste, on the other hand, occurs when there are flaws in the program design.
These program design flaws or weaknesses inevitably invite abuse by the program
participants—what we refer to as “moral hazards.” For example, our September
2002 audit report, “RMA Viability of Fall Watermelons in Texas and Their Inclusion
in the 1999 Watermelon Insurance Pilot Program,” showed RMA’s internal policy
approval process was not adequate to preclude the issuance of a crop insurance pol-
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icy on crops that were not viable. Specifically, RMA offered a policy covering fall
watermelon crops in south Texas although such crops ran a high risk of failure. This
pilot program presented producers with a significant opportunity for monetary gain
since the crop insurance indemnities substantially exceeded the producers’ input
costs. In response to the policy offering, producers significantly increased their acre-
age devoted to fall watermelons. In south Texas alone, annual fall watermelon acre-
age jumped from its pre-1999 level of about 1,000 acres to nearly 27,000 acres for
1999. The fall watermelon pilot program in Texas culminated in the expenditure of
$21.2 million in insurance indemnities (44 percent of all watermelon claims nation-
wide in 1999). RMA discontinued the program effective for the 2000 crop year, and
we observed a corresponding decrease in fall watermelon acreage for that year. In
this case, we found that RMA had adequate procedures in place for reviewing and
approving pilot programs, however, these procedures were not closely followed. We
recommended that the RMA consider holding the responsible officials accountable
for their actions. We are still waiting for a response from RMA.

ACTIONS TAKEN TO ELIMINATE OR REDUCE PROBLEMS

The crop insurance and farm programs use the same basic data to compute pro-
gram benefits. Such data include acreage, crop, location, production, and shares, all
of which are generally self-certified by the program participants. The insurance com-
panies and FSA, however, separately collect the data from producers in different for-
mats. OIG believes common data should be shared between the agencies and pro-
grams, as well as the responsibility to ensure the integrity of the data.

AGRICULTURAL RISK PROTECTION ACT OF 2000 (ARPA)

Fundamental differences in FSA and RMA definitions and program procedures
sometimes give the appearance there are discrepancies in the data. For example,
RMA and FSA have different definitions for common pieces of land: RMA identifies
land by “units,” while FSA “farms” are composed of “tracts” which may further be
broken into individual “fields.” RMA units cannot be directly equated to FSA farms,
tracts, or fields.

ARPA requires RMA and FSA to annually reconcile information received from
producers and to identify and address any apparent discrepancies. To further im-
prove program compliance and integrity, ARPA requires FSA to assist RMA in ongo-
ing monitoring of crop insurance programs and requires RMA to consult with State
FSA committees on policies and plans for insurance offered in the State. In addition,
ARPA requires RMA to make full use of data warehousing and data mining tech-
nologies to identify anomalies in the crop insurance programs.

OIG reviewed the 2001 crop year data reconciliation process and found that FSA
was able to resolve about 250,000 (52 percent) of the 480,000 data records un-
matched between RMA and FSA. We believe significant additional action is still
needed by RMA to resolve the remaining discrepancies. Most of the discrepancies
can be attributed to differences in RMA’s and FSA’s definitions of the basic data
necessary to compute benefits and in how they collect and record such data. Until
these differences are resolved, we believe neither of these agencies will be able to
effectively and efficiently implement the data reconciliation process and, therefore,
meet its intended goal of reducing improper payments. We plan to issue our audit
report, “USDA Implementation of the Agricultural Risk Protection Act of 2000,” in
September 2003. In fiscal year 2004, we plan to continue monitoring the agencies’
implementation of ARPA. Our planned work includes emphasis on RMA’s use of in-
formation provided through data mining.

During the past 7 fiscal years, we conducted 655 investigations related to FSA
mandatory programs, involving unauthorized disposition of property mortgaged to
the government, fraud by warehouse operators, false statements by commodities
producers and exporters, and false statements by borrowers in order to obtain more
or greater dollar value loans or debt write-downs to those which they are actually
entitled. These investigations have resulted in 310 indictments, 306 convictions and
$116.1 million in monetary results. For this same period we conducted 154 inves-
tigations related to RMA mandatory programs, which have resulted in 49 indict-
ments, 43 convictions, and $22 million in monetary results. We believe a more effec-
tive data reconciliation and data mining process could detect potentially fraudulent
actions and/or abuse by program participants and, thereby, mutually benefit both
RMA and FSA.

EXISTING QUALITY CONTROL SYSTEMS

Because the crop insurance and farm programs fundamentally rely upon pro-
ducers’ self-certifications to determine eligibility for benefits, the agencies have in
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place a number of differing internal control systems to evaluate participant compli-
ance with program provisions. For example, there exists within each FSA program
specific compliance or spot check requirements. FSA regards such compliance re-
views as collateral duties to be performed by FSA county office employees. FSA also
has in place a County Operations Review Program (CORP). CORP was implemented
in 1986, based upon an OIG audit that determined existing internal control proc-
esses did not meet the requirements of the Federal Managers’ Financial Integrity
Act (FMFIA) or the internal control guidelines established by the Office of Manage-
ment and Budget (OMB). For fiscal year 2002, there were 74 county operations re-
viewers (COR) positions approved nationwide for FSA. The COR position is a full-
time position used exclusively for county office internal control functions.

The current internal review systems were developed independently of each other
in response to known problems and without consideration of whether the reviews
would be cost effective or the extent of the problems measurable. In addition, there
has been no concerted effort to coordinate the conduct of the multiple reviews or
t(%fcoménunicate the results to officials responsible for other programs that may be
affected.

To evaluate overall program integrity and compliance, RMA uses a system that
consists largely of insurance company internal reviews and periodic RMA
verifications. Given its resources, RMA must continue to rely on this approach in
partnership with the insurance companies. In our March 2002 audit report, “Risk
Management Agency Monitoring of RMA’s Implementation of Manual 14 Reviews/
Quality Control Review System,” we reported RMA continues to struggle to develop
and implement a reliable QC system capable of evaluating private sector delivery
of Federal crop insurance programs. RMA’s stated commitment to QC has not an-
swered basic policy questions, including what constitutes an error, the amount of
improper payments made, and whether program delivery should be assessed at the
national or at the insurance company level. We continue to monitor RMA’s actions
to implement our recommendations.

In general, RMA’s and FSA’s QC systems rely on judgmental sampling and are
not designed to estimate the magnitude of fraud, waste, and abuse in the programs.
Statistical sampling is the only reasonable way to review large populations in an
objective and unbiased manner. Statistical sampling is objective and defensible; it
provides the means to estimate the sample size and sample error; it saves time and
money; it has a proven scientific basis; and it generally yields results that have high
visibility and impact. We are aware of only one RMA internal review designed to
use a statistical sample. We believe the agencies must move toward standardized
statistical sampling in order to estimate annual amounts of improper payments as
required by the Improper Payments Information Act of 2002.

The Department’s conservation programs fall under the jurisdiction of FSA or the
Natural Resources Conservation Service (NRCS). In some of these programs, such
as the Conservation Reserve Program, FSA administers the program and NRCS pro-
vides technical assistance to the farmers. In other programs, such as the Wetlands
Reserve Program, NRCS both administers the program and provides the technical
assistance. For most programs, NRCS is responsible for monitoring the farmers’ im-
plementation of the conservation practices they agreed to. Farmers need to comply
with the conservation provisions of their agreements with FSA or NRCS to remain
eligible for farm program benefits. NRCS monitors this compliance through status
reviews. The tracts it selects for these reviews are taken partly from a random sam-
ple and partly from referrals it gets from FSA, its own field offices, public complain-
ants, or other sources. If NRCS finds that a farmer did not comply with the appro-
priate agreements, it may waive the noncompliance, recommend penalties, or ask
FSA to withhold farm program benefits. In the past, NRCS has reported generally
around a 98-percent rate of farmers’ compliance with the conservation provisions.

We recently evaluated the performance of the status reviews (that is, compliance
reviews) in one State in response to a whistleblower complaint. In our September
2002 report, “NRCS—Compliance With Highly Erodible Land Provisions,” we point-
ed out a number of ways NRCS could strengthen its status reviews: clarify its hand-
book procedures, seek better coordination with FSA, perform more timely status re-
view field visits, and require better reporting by the field offices of the results of
the status reviews. The General Accounting Office’s recently issued report, “USDA
Needs to Better Ensure Protection of Highly Erodible Cropland and Wetlands,”
raised similar concerns. It pointed out that in the process of selecting sample tracts
for review, NRCS disproportionately emphasizes tracts (e.g., permanent rangelands)
where the conservation compliance provisions may not be applicable. Since these
tracts provide little potential for noncompliance, the status reviews that include
them result in inflated compliance rates. GAO reported that for crop years 2000 and
2001, only 5 percent of all tracts selected for compliance review resulted in waivers
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or violations. And of those tracts with violations, over 60 percent of these cases from
1993 through 2001 were waived when the farmers appealed their cases to FSA. For
fiscal year 2004, we plan to evaluate NRCS’ compliance rates by verifying, through
a statigtical sample of tracts, that conservation provisions have been properly imple-
mented.

RMA DATA ACCEPTANCE SYSTEM

Crop insurance program benefits are based on information provided by the pro-
ducers to the insurance companies. The insurance companies enter the data into
their information technology (IT) systems and then download it to RMA, where the
data purportedly first undergo a series of IT edit checks or validations to ensure
the data are complete and accurate. Once the data are cleared through this elec-
tronic information processing application, known as the Data Acceptance System
(DAS), RMA’s crop insurance database is updated.

For the 2001 crop year, we found RMA did not have documentation to describe
all current DAS edits, users, and reports. We were unable to determine the internal
controls in place to evaluate the quality of data downloaded to RMA from the insur-
ance companies. Further, we discovered any updated or changed data overwrites
and completely replaces any corresponding pre-existing data in RMA’s crop insur-
ance database. Thus, the audit trail or history of changes is effectively eliminated.
Finally, the crop insurance database and RMA’s accounting system do not interface
with one another. Instead, RMA uses the database values at monthly cutoff dates
to generate a monthly accounting report for each insurance company. These reports
are sent to the companies for review and attestation and are ultimately signed and
returned to RMA. RMA manually compares the current month’s cumulative
amounts to the prior month’s cumulative amounts for each insurance company, and
RMA accountants enter the calculated differences into the automated accounting
system to make payments to or demand refunds from the individual insurance com-
panies. RMA’s current system makes it impossible to verify financial events at the
transaction level and does not comply with Federal financial management and fi-
nancial systems requirements. Our report on “Risk Management Agency Survey of
Data Acceptance System Processing Controls” is scheduled to be issued in Sep-
tember 2003. We plan to do additional reviews of DAS, particularly testing the va-
lidity of the data including any changes to the database.

COMMON COMPUTING ENVIRONMENT AND GEOGRAPHIC INFORMATION SYSTEMS

The Department of Agriculture Reorganization Act of 1994 authorized the reorga-
nization and modernization of USDA to achieve greater efficiency, effectiveness, and
economy in program delivery. One major component of this effort targeted USDA’s
county-based agencies (FSA, the Natural Resources Conservation Service (NRCS),
and the agencies in the Rural Development mission area). A key element under
USDA'’s modernization initiative is the development of a common computing envi-
ronment (CCE) to enable the county-based agencies to share data among them-
selves. USDA began implementation of the CCE in 1998 and plans to complete its
installation in fiscal year 2004.

Another component of the modernization initiative is implementation of Geo-
graphic Information Systems (GIS) and Global Positioning Systems (GPS) tech-
nology. GIS and GPS will allow the county-based agencies, and other USDA agen-
cies, to electronically analyze data on land and crops. GIS is a computer-based tool
for mapping and analyzing geographic information. GPS is an accompanying tech-
nology that can be integrated with GIS for even greater analysis of real world infor-
mation. GPS data layers, ortho-photography, soils layers, public land survey data,
and many other data layers can be placed atop one another inside of one GIS
project. FSA plans to use the geo-spatial data and tools to improve assessment of
crop conditions and producer compliance with FSA programs, as well as to maintain
and share farm records and maps digitally with other agencies as appropriate.
Based on our discussions with RMA compliance staff, such geo-spatial data and
tools have allowed them to closely and timely monitor crop conditions and producer
compliance, particularly in situations where they have received complaints or their
reviews indicate potential problems.

In our investigations, we have benefited from this modern technology by utilizing
satellite imagery technology for crop identification and comparison during growing
seasons. Specifically, thermal image technology has been used to determine acreage
amount and whether or not a crop was planted, as well as the type of crop planted.
Although this technology can be extremely useful in our audits and investigations,
upfront costs, to include personnel expertise and training, are unknown at this time.
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PENALTIES

RMA and FSA distinguish between participant errors and agency errors in the
programs. In cases of participant error, RMA and FSA generally demand refunds
of overpayments, but greater leniency is afforded in cases of agency error, including
cases of misaction or misinformation. Further, there are legislated disparities in
RMA’s and FSA’s handling of agency errors. For example, FSA’s Finality Rule
waives repayment after 90 days unless the participant had reason to know the pay-
ment was made in error. If the participant is not notified within 90 days of the
county committee’s approval of the request that a potential overpayment may have
occurred, FSA is precluded from recovering overpayments resulting from agency er-
rors. Since recovery is moot, a reviewer is discouraged from actively seeking and
identifying overpayments that could be the result of agency waste. In our August
2002 report, “FSA—Limited California Cooperative Insolvency Payment Program—
Tri Valley Growers,” we found agency errors in approximately 20 percent of the pro-
gram payments. Early on in the review, we raised these concerns to FSA who, in
turn, notified participants of the potential payment problems. Fortunately, because
of these notifications, FSA was able to issue bills of collections to recover these over-
payments.

In contrast, ARPA provides a 3-year period for the recovery of improper payments
attributed to an insurance company’s error. To adequately enforce program compli-
ancle and integrity, remedies should be consistent across agency lines and for similar
violations.

SUMMATION

You have asked us here today to talk about our experiences in auditing and inves-
tigating fraud, waste, and abuse within USDA mandatory programs. In each of the
mandatory spending programs I have discussed here today, much has been done by
the USDA agencies and Congress to address inherent weaknesses and vulnerabili-
ties within USDA’s programs.

In regards to the Food Stamp Program, FNS has a long history of identifying erro-
neous payments, as well as working with State administering agencies to lower
error rates. What impact the recent legislative reforms will have on FNS’ ability to
continue to effect positive changes in State error rates will not be known for some
time. We will continue to monitor this process. Also, both FNS and State admin-
istering agencies need to remain focused on using data available from EBT systems
to target problem retailers and ensure program integrity. The eligibility issues in
the National School Lunch and Breakfast Programs are more complicated and we
would encourage the Congress to work with FNS to find a solution that will mini-
glizeferroneous payments and yet not deter those eligible from receiving program

enefits.

We believe the recent legislative initiatives for the farm and crop insurance pro-
grams, if effectively implemented, should have a positive impact on program admin-
istration and integrity. Key to effective implementation of this legislation is the de-
velopment of common data reporting requirements (i.e., definitions for common
pieces of land), which will facilitate more effective data reconciliation and data min-
ing to detect improper payments.

Overall, I see the Department’s challenge in implementing the 2002 Improper
Payments Information Act as a critical action item in the identification and preven-
tion of erroneous payments. For USDA to be successful in reducing erroneous pay-
ments in its spectrum of programs, there must be management commitment, inter-
and intra-agency coordination, adequate information systems and quality control
processes, and effective enforcement actions. Each of these areas is an interrelated
element of an effective and efficient internal control system to reduce fraud, waste,
and abuse.

Commitment is the driving force of any system of internal controls: management
(and Congress) must be willing to commit the necessary resources to the task of pre-
venting and detecting errors and irregularities. Internal controls should not be sec-
ondary considerations or collateral duties. Program compliance and integrity must
be impressed throughout the cultural climate as an integral part of program deliv-
ery.
In the last decade, Congress has done much to mandate and encourage a coordi-
nated Departmental approach to program delivery. To create a seamless interagency
team approach to program integrity, the Department must encourage individual
agencies and employees to work across organizational lines to share information and
coordinate compliance and data mining activities which may affect multiple pro-
grams, both inter- and intra-agency.
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Integrated and collaborative information technology should also be a fundamental
part of the Department’s efforts to improve program compliance and integrity. Infor-
mation technology is a means to pool the Department’s limited resources to compare
data throughout the Department and to identify and target anomalies for further
analysis.

Finally, a system of internal controls does nothing to discourage or deter fraud,
waste, and abuse unless participants and USDA employees are held accountable for
errors and irregularities. The Department must work to ensure penalties are con-
sistently and fully enforced across agency lines. We will continue working with the
Department and its agencies to strengthen their programs and to identify areas
where cost avoidance and savings can be achieved. This concludes my statement,
Mr. Chairman. I would be happy to answer any questions that you may have.

Chairman NUSSLE. Next we will hear from John Higgins, who is
Inspector General for the Department of Education. Welcome, and

we are pleased to receive your testimony.

STATEMENT OF JOHN P. HIGGINS, JR.

Mr. HiGGINS. Mr. Chairman, members of the committee, thank
you for the opportunity to testify about fraud, waste, and abuse in
the student financial assistance programs. As you know, these
grant and loan programs are very complex and involve many enti-
ties, and billions of taxpayer dollars.

There are over 37 million students and parents, 5- to 6,000
schools, more than 4,000 lenders, 3 dozen guaranty agencies and
many contractors involved in these programs some way or another.
Last year the Department disbursed and guaranteed approximately
$65 billion and managed a $267 billion loan portfolio. To my knowl-
edge, neither the Department nor my office has ever attempted to
estimate the total amount of fraud, waste, and abuse in these pro-
grams. The Department does, however, estimate the amount of im-
proper and erroneous payments each year.

My office identifies the amounts of sustained, questioned and dis-
allowed costs. Through audits and our investigative work, it pro-
duces criminal fines, restitutions and civil judgments.

While I cannot provide you with a total estimate of the mag-
nitude of the problems, I will give you a few examples. In the last
2 years, our audits of nine guaranty agencies found that the Fed-
eral Government should recover $164 million. In 1999, an audit of
the death and disability loan discharges found that over $77 mil-
lion was discharged to borrowers who falsely claimed disability or
death.

Our audits in fiscal year 1996 found that $177 million in Pell
Grants was disbursed because applicants understated their income
on their application for aid. The Department updated and refined
this estimate in 2001 to $336 million.

Indications are that the fraud is growing. In one case a collection
agency paid $6.4 million in settlement of allegations that it sub-
mitted false claims for payment under its contract with the Depart-
ment to collect defaulted student loans. The false claims were
based on consolidated loans that did not meet the legal require-
ments.

Another investigation of a financial aid consulting business led
to 411 settlements and a civil judgment totaling over $4 million.
The owner of this business certified false Federal income tax re-
turns that enabled ineligible students to qualify for financial aid.
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I have included many other examples in my written statement,
with corresponding recommendations. Today I would like to focus
on two corrective actions that we believe would have the most im-
pact for reducing fraud, waste, and abuse in these complex pro-
grams: first, a match that verifies income with Internal Revenue
Service; and second, the need for the Department to increase and
improve its monitoring. The IRS income match is the single action
that would have the biggest impact. As I noted above, the estimate
of the Pell Grants disbursed based on understated income figures
from applicants is growing.

We have recommended such a match since 1997. While Congress
amended the Higher Education Act in 1998 to permit the match,
no corresponding change was made to the Internal Revenue Code.
The Department has worked with OMB, the Department of Treas-
ury, and the necessary changes to the Internal Revenue Code have
been transmitted to Congress. We urge you to enact legislation to
authorize this match permitting the Department to implement this
significant control to guard against fraud, waste, and abuse in its
programs.

The Department also needs to increase and improve its moni-
toring. Monitoring is an essential component for improving the fi-
nancial management of and accountability for Federal education
dollars. Vigorous program and contract monitoring helps ensure
that Federal education dollars are administered effectively and effi-
ciently and reduces the potential for fraud, waste, and abuse.

We found that the number of onsite program reviews conducted
by the Department dropped significantly from 1996 to the present.
And the Department performed only one program review out of all
of its 4,000 lenders in fiscal year 2002. We have recommended to
the Department that it increase program reviews at high-risk insti-
tutions, and improve its monitoring to help ensure that the institu-
tions disburse the funds properly.

Early on, Secretary Paige made reducing risk in these programs
a top priority of his Department, including removing them from the
GAO high-risk list. We look forward to continuing to work with the
Department and the Congress to help safeguard the Federal edu-
cation dollars and ensure that these programs reach the intended
recipients.

That concludes my statement.

Chairman NUSSLE. Thank you very much.

[The prepared statement of Mr. Higgins, Jr. follows:]

PREPARED STATEMENT OF HON. JOHN P. HIGGINS, JR., INSPECTOR GENERAL, U.S.
DEPARTMENT OF EDUCATION

Mr. Chairman and members of the committee, thank you for the opportunity to
testify about waste, fraud, and abuse in the student financial assistance programs
within the Department of Education (the Department). As you requested, I will ad-
dress some of these problems, their general nature, and corrective actions that have
been, or that need to be, taken. I will also provide illustrative examples of problems
we have identified.

Most importantly, I want to urge Congress to amend the Internal Revenue Code
to allow the Department to match the information provided on student applications
with the income data that is maintained by the Internal Revenue Service (IRS). As
I discuss more fully below, the Department currently estimates that $336 million
in Pell Grants were improperly disbursed because applicants understated their in-
come in fiscal year 2001.
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I. BACKGROUND ON THE STUDENT FINANCIAL ASSISTANCE PROGRAMS

The Department’s student financial assistance programs are large and complex.
The loan and grant programs affect over 37 million individuals and involve 5,000—
6,000 schools, more than 4,000 lenders, three dozen guaranty agencies, and many
contractors. Last year the Department disbursed and guaranteed approximately $65
billion and managed a $267 billion loan portfolio for these programs. The size and
scope of the programs have increased greatly in recent years, with total program
dollars doubling in the last 10 years alone.

These programs are inherently risky due to their complex design, reliance on nu-
merous entities, and the nature of the borrower population. For example, borrowers
are given access to Federal loan assistance even though they may have no credit
or employment history.

The student financial assistance programs have been on the General Accounting
Office’s (GAO) high-risk list since 1990. The Department has made a strong commit-
ment to remove the programs from the list, and it is making progress toward this
goal. Reducing risk in these programs is one of the Department’s strategic goals,
and a top priority for the Secretary who, at the beginning of his tenure, established
a senior level management team to resolve financial management issues throughout
the Department and in these programs.

II. ESTIMATED MAGNITUDE OF WASTE, FRAUD, AND ABUSE

You have requested that we provide specific dollar amounts of waste, fraud, and
abuse in the Department’s student financial assistance programs. We do not have
a total, comprehensive estimate of these amounts.

The Department is required to provide to the Office of Management and Budget
(OMB) annually erroneous and improper payment estimates, and in 2002 the De-
partment reported $401 million for student financial assistance programs. While we
did not verify this figure, we think it is conservative.

We report on monetary results from our work in our Semiannual Reports to Con-
gress. For the last five and one half years (October 1, 1998 through March 31, 2003),
we reported more than $182 million in total sustained questioned and disallowed
costs from our audits of student financial assistance programs.

During the same period, we reported that our investigations in these programs
resulted in restitutions, criminal fines, and civil actions totaling more than $152
million. Of course, this represents only the waste, fraud, and abuse that we have
been able to identify through our work, with our limited resources.

Following are some examples:

¢ During the last 2 years, we performed audits on nine guaranty agencies to as-
sess the adequacy of their establishment of the Federal and Operating funds re-
quired under the Higher Education Amendment of 1998. These audits identified ap-
proximately $164 million that should be recovered by the Federal Government.

e In 1999, our audit of loan discharges based on death and disability found that
over $77 million in loans were discharged to borrowers who falsely claimed they
were disabled or dead. (“Improving the Process for Forgiving Student Loans,” ED—
OIG/ACN: 06-80001; June 1999).

e Our audit of the 1995-96 award year found that over $177 million in Pell
Grants was improperly disbursed because applicants understated their income on
their applications. The Department updated and refined this estimate to $336 mil-
lion for fiscal year 2001. (“Accuracy of Student Aid Awards can be Improved by Ob-
taining Income Data from the Internal Revenue Service,” ED-OIG/ACN: 11-50001;
January 1997).

¢ Our investigation of a financial aid consulting business led to 411 settlements
and civil judgments totaling over $4 million. The owner of this business certified
false Federal income tax returns to verify false income amounts that enabled ineli-
gible students to qualify for financial aid. We identified over 700 students who used
this service.

e A collection agency paid $6.4 million in settlement of allegations that it sub-
mitted false claims for payment under its contract with the Department to collect
defaulted student loans. The alleged false claims were based upon consolidated
loans that did not meet legal requirements.

III. GENERAL NATURE AND ILLUSTRATIVE EXAMPLES OF THE CURRENT CHALLENGES

Based upon our work, we conducted an analysis of patterns of waste, fraud, and
abuse in student financial assistance programs. We supplied this analysis, and sug-
gestions for preventive measures, to the Department in March 2003. Implementa-
tion of our suggestions could save millions of dollars by preventing loans made to
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ineligible students, inappropriate loan discharges, abuse by guaranty agencies, and
other types of mismanagement. Examples of the major issues we identified are pro-
vided in the following sections.

A. Fraud from lack of eligibility verification

The Higher Education Act of 1965, as amended (HEA), requires applicants to pro-
vide eligibility information on their Free Application for Federal Student Aid
(FASFA). Some applicants provide false information—for example, about their in-
c?mei) 1or their dependency status—in order to receive funds for which they are not
eligible.

1. Income match. As I mentioned earlier, the Department currently estimates that
in fiscal year 2001 $336 million in Pell Grants was improperly disbursed because
applicants understated their income. The most effective way to detect this falsifica-
tion is to match the information that applicants provide with the information main-
tained at the IRS. We have recommended this match since 1997.

Though a provision in the Higher Education Amendments of 1998 was intended
to permit this match, no corresponding change was made to the Internal Revenue
Code. The Department has worked with OMB and the Department of Treasury on
the necessary changes to the Internal Revenue Code, and they were submitted to
the Congress. This legislative authority is one of the single most significant steps
that Congress could take to reduce waste, fraud, and abuse in student financial as-
sistance programs.

During the 1990s we effectively used the process of computer-based matching of
records to identify control weakness in the verification process for students applying
for student financial assistance. In each of three successful matches, the OIG identi-
fied hundreds of millions of ineligible awards, and recommended corrective actions
to prevent future ineligible awards. In response to each audit, the Department im-
plemented management and system controls to address the abuses.

2. Default match. In March 1992, we reported on a weakness in the screening of
FAFSAs, that we estimated could cost the Department and the taxpayers $800,000
a day in ineligible funds being disbursed to previous defaulters. No edit check ex-
isted in the system controls to check for previous defaulters. In response, the De-
partment quickly responded and implemented the edit check within 3 months of our
report by matching applicants against the default data.

3. Death and disability match. In an audit in 1999, we identified approximately
$77 million in student loans that were discharged for total and permanent disability
and death ($73 million disability, $4 million death), even though the borrowers were
apparently not totally and permanently disabled or deceased according to Social Se-
curity Administration’s Master Earnings file. Improper discharges occurred because
of control weaknesses in the system for determining borrower eligibility for the dis-
ability or death discharge. We also found that 6,800 new loans totaling about $20
million were awarded to borrowers who had previously received disability loan dis-
charges totaling $11.5 million. The Department implemented the following correc-
tive actions:

¢ Borrowers requesting total and permanent disability cancellations must use a
revised form that includes the physician’s State license number.

¢ A certified or original copy of the death certificate is required.

¢ Regulations published on November 1, 2000, require that a previous loan that
had been discharged based on the disability of the borrower must be reinstated be-
f01}"le tlhe borrower can regain eligibility for new loans and grants if they return to
school.

* The regulations also contain a provision for a 3-year conditional period for loan
disability discharges. Before the loan is permanently discharged, the Department
will verify to determine if the borrower has earned income that exceeds a threshold
based on the poverty level. If the borrower’s income has exceeded the established
threshold, the loan will be reinstated.

4. Citizenship match. An OIG audit performed for award year 1992-93 determined
that the citizen verification process allowed ineligible, non-U.S. citizens to receive
Pell Grants totaling over $70 million during award year 1992-93. We matched the
applicants claiming U.S. citizenship against the citizenship status maintained by
the Social Security Administration (SSA). The ineligible non-citizens had indicated
they were U.S. citizens on their applications. Although the Department verified the
status of those applicants who marked on their applications they were non-U.S. citi-
zens, the edit process did not verify the accuracy of applicants who indicated U.S.
c}iltizsegzhip. The Department changed the edit process to match all applicants with
the .

We also have investigated cases involving false citizenship information. Recently,
a university director of foreign students and two professors were indicted on 113
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counts for conspiring to commit student visa fraud, allowing ineligible students to
receive student financial assistance.

B. Identity theft fraud by ineligible students

Identity theft typically occurs on the FAFSA when a person intentionally uses
someone else’s name and Social Security number to fraudulently obtain student aid.
People who obtain loans through identity theft almost always default on those loans.
We have experienced an increase of these cases in recent years, and we have asked
the Department to require that postsecondary institutions verify students’ identity
using picture identification, such as a driver’s license.

C. Fraud by financial aid consultants

We have investigated a number of financial aid consultants who submitted false
FAFSAs and tax returns on behalf of their clients, enabling these clients to fraudu-
lently qualify for aid. For example, we investigated a consultant who charged ap-
proximately $300 for weekly seminars, advising and assisting parents and students
in preparing FAFSAs that deliberately misstated their income. For this single case,
we identified a potential loss to the government of $800,000.

Our investigation of another financial aid consulting business led to 411 settle-
ments and civil judgments totaling over $4 million. The owner of this business cer-
tified false Federal income tax returns that contained false income amounts, ena-
bling ineligible students to receive financial aid. We identified over 700 students
who used this service.

D. Fraud and abuse by collection agencies

A collection agency paid $6.4 million in settlement of allegations that it submitted
false claims for payment under its contract with the Department to collect defaulted
student loans. The alleged false claims were based upon consolidated loans that did
not meet legal requirements.

In an audit, we found that another collection agency owed more than $800,000
to 177 schools. Our subsequent investigation of that collection agency’s officials re-
sulted in a restitution order of more than $1 million because they used client trust
funds for personal and operating expenses, instead of remitting the funds to clients.
(“Review of Collection Activities at Unger and Associates”, ED-OIG/ACN: A06-
90011; February 2000).

E. Fraud related to foreign schools

The regulations for foreign schools’ participation in the Federal Family Education
Loan (FFEL) program include fewer controls than those for domestic schools. FFEL
funds are disbursed directly to students in foreign schools, while students in domes-
tic schools receive FFEL funds through the schools they attend.

We have investigated many cases of individuals who apply for FFEL loans, re-
ceive the loan money, and never attend the foreign schools. Our investigations of
foreign schools to date have resulted in restitution of over $2 million. We have sug-
gested that the Department require independent verification that the students are
enrolled in the foreign schools before disbursing FFEL funds.

F. Fraud from failure to make refunds

We have investigated cases in which schools deliberately failed to calculate or pay
a student’s refund of student financial assistance as required by law. We have sug-
gested that the Department be alert for instances of this type of fraud when it con-
ducts on-site reviews at high risk schools.

G. Waste and abuse from inadequate monitoring

Our work has repeatedly documented instances of waste, and abuse that have
been allowed to continue because of inadequate monitoring. As we noted earlier, the
student financial assistance programs are complex and have many participants, in-
cluding lenders, schools, guaranty agencies, collection agencies, and financial aid
consultants. More effective monitoring of these participants would reduce the waste,
and abuse that occurs in these programs. Some examples of our work documenting
the need for increased monitoring follow.

1. Insufficient program review monitoring. The Department is responsible for mon-
itoring schools, guaranty agencies, and lenders. In an audit, we found that the num-
ber of on-site program reviews of schools dropped from 746 in fiscal year 1996 to
128 in fiscal year 1998. We also found that by fiscal year 1999, the average program
review liability had dropped to $4,624, from $71,209 in fiscal year 1996. In response
to our recommendation, the Department agreed to increase the number of program
reviews at high risk institutions. (“Review of Case Management & Oversight’s Pro-
gram Review Function”, ED-OIG/ACN: A04-90003; September 2000).
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In the management letter accompanying the fiscal year 2002 financial statement
audit, the auditors noted that the Department performed only one program review
at a lender during the year. There are approximately 4,000 lenders in the FFEL
program.

2. Abuse by guaranty agencies. During the last 2 years, we performed audits on
nine guaranty agencies to assess the adequacy of their establishments of the Fed-
eral and Operating funds required under the Higher Education Amendments of
1998. These audits identified approximately $164 million that should be recovered
by the Federal Government, including:

» Approximately $48.3 million that was not transferred to the Federal funds, or
inappropriate expenses from Federal funds;

» Outstanding issues about the Federal interest in $10.9 million in non-liquid as-
sets remaining at several of the guaranty agencies; and

» Approximately $103 million in excess Federal funds at one guaranty agency
that should have been recalled by the Department.

The Department’s program reviews at the same nine guaranty agencies conducted
during fiscal years 2001 and 2002 did not detect these monetary findings.

We audited only nine of the 36 guaranty agencies. Therefore, the potential exists
for additional funds due to the Federal Government from the remaining 27 guaranty
agencies we did not audit.

3. Abuse in cash management. We have completed several audits identifying insti-
tutions that did not disburse Pell Grant and Direct Loan funds in accordance with
student financial assistance program regulations. These institutions transferred
funds to their operating accounts before identifying eligible students, as required
under HEA. For example, we examined one institution that improperly kept over
$146,000 in interest on Direct Loan funds it deposited into a money market fund.
We have recommended that the Department improve its monitoring, to help ensure
that institutions disburse funds in compliance with regulations. (“Bennett College’s
Compliance with Cash Management and Refund Procedures for Department of Edu-
cation Funds for the Period July 1, 1997, through June 30, 2000”, ED-OIG/ACN:
A04B0015; September 2002).

H. Waste from use of inaccurate guidance

We alerted the Department that its Federal Student Aid Handbook contained in-
accurate guidance that could result in schools disbursing student financial assist-
ance to non-citizens who are not eligible for the aid. We found that the guidance
the Department provided to schools on the interpretation of HEA’s citizenship re-
quirements was inconsistent and inaccurate. We estimated that this guidance con-
tributed to the disbursement of approximately $5.4 million in aid to more than 2,000
potentially ineligible students. The Department is revising its guidance.

IV. CORRECTIVE ACTIONS NEEDED TO REDUCE WASTE, FRAUD, AND ABUSE

In recent years, the Department has focused on removing student financial assist-
ance programs from GAO’s high-risk list, and it has taken a number of management
actions designed to achieve that goal. We believe the most immediate actions it
needs to take to reduce waste, fraud, and abuse in the student financial assistance
programs are to increase monitoring and to implement the IRS income match.

A. The department needs authority to implement the IRS income match

As I noted earlier, we have recommended implementation of an IRS income match
since 1997, and the Department has been working with OMB and the Congress for
additional authorizing legislation. We have documented, and the Department con-
curs, that significant improper payments could be prevented with this match. The
estimate of Pell Grants disbursed based upon understated income figures from the
applicants is growing, from our $177 million estimate for award year 1995-96, to
the Department’s current $336 million estimate for fiscal year 2001. We urge Con-
gress to enact the legislation necessary to implement the IRS match.

B. The Department needs to increase monitoring

The Department needs to increase its monitoring of schools, lenders, guaranty
agencies, and other participants in these programs. Increased monitoring is needed
to improve the financial management of, and accountability for, Federal education
expenditures. Vigorous program and contract monitoring helps ensure that Federal
education dollars are used effectively and efficiently, and it reduces potential for
waste, fraud, and abuse. GAO has also informed the Department that monitoring
the effectiveness and sustainability of its corrective measures is necessary to remove
student financial assistance programs from the high risk list.
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Our audits have repeatedly cited deficiencies in the Department’s oversight of
schools, including a significant decrease in program reviews and inconsistent en-
forcement of financial responsibility. For example, as we discussed above, audits at
nine guaranty agencies identified approximately $164 million due to the govern-
ment. These monetary findings were not detected by the Department in its program
reviews of the same nine agencies.

GAO has also informed the Department that monitoring the effectiveness and sus-
tainability of its corrective measures is necessary to remove the financial assistance
programs from GAQ’s high-risk list.

We will continue to assist the Department in its efforts to reduce waste, fraud,
and abuse, to safeguard Federal education dollars and help ensure that these funds
reach the intended recipients.

Chairman NUSSLE. Next we would like to hear from Dara
Corrigan from the Department of Health and Human Services.

Welcome. We are pleased to receive your testimony.

STATEMENT OF DARA CORRIGAN

Ms. CORRIGAN. Thank you very much, Mr. Chairman and mem-
bers of the committee. My job is to prevent and hopefully eliminate
fraud, waste, and abuse at the Department of Health and Human
Services in their programs, primarily in the Medicare and Medicaid
programs.

Those two programs are particularly vulnerable because of their
sheer size. To give you an idea, as I am sure you know, those pro-
grams could cost $435 billion in fiscal year 2003. Health care fraud,
waste, and abuse cost taxpayers billions in lost and wasted dollars.
But, perhaps more importantly, they deprive vulnerable bene-
ficiaries of the care and the support that they need.

We often hear about the complexities of the Medicare and Med-
icaid programs, and how difficult they are to administer. It is im-
portant and necessary to think about the underlying causes of
those problems, to think about the appropriate remedies for those
problems, and to try and prevent them from recurring in the fu-
ture.

Now, not all health care fraud, waste, and abuse is that com-
plicated. I have worked on cases and our office has worked on cases
where doctors billed for more than 24 hours in a day, where people
billed for services that aren’t provided at all, where others lie about
beneficiaries’ diagnoses, and where people lie about whether or not
people need certain medical procedures. Those cases aren’t difficult,
and people understand that that is wrong.

What is difficult in these cases is finding out about the fraud in
the first place, investigating it, and proving it to a court. In the
past year, this office has investigated and prosecuted many cases.
I wanted to give you some examples so that you would have an
idea about the magnitude of the problem.

One recent case was the HCA case. HCA was formerly known as
Columbia HCA, and it is a large hospital chain in this country. In
the last month, they settled the case with the government for $631
million. The allegations were that they had falsified cost reports
and had paid kickbacks to doctors for referring beneficiaries to
HCA hospitals. In addition to the $631 million, HCA also paid the
Centers for Medicare and Medicaid Services $250 million to settle
outstanding administrative liability.



80

And back in the year 2000, in December, several subsidiaries of
HCA pleaded guilty to substantial criminal conduct and paid $840
million for various improper activities.

Other examples in the past year come from the pharmaceutical
industry. I can name three cases: TAP Pharmaceuticals,
AstraZeneca Pharmaceutical and the Bayer Corporation that all
settled with the government for substantial sums of money for
what amounted to problematic and difficult prescription drug pric-
ing practices. Those settlements were for $875 million, $355 mil-
lion, and $14 million respectively.

And while those settlements sort of catch your attention because
they are big dollars, I think it is also important to think about the
cases that involved individuals and smaller fraudulent schemes, be-
cause it illustrates the extent of the problem that we are dealing
with the Medicare and Medicaid programs.

I will give you two quick examples. There was one case in Indi-
ana where a doctor was billing the Medicare program for chemo-
therapy services, when what he was actually providing was some-
thing called “live cell therapy,” which was taking cells from pigs
and cows and injecting them into people, then billing Medicare for
chemotherapy. While that is not a big dollar case, I think it is just
as significant in terms of the beneficiaries of the Medicare pro-
gram.

The other case example that I will give you was a case in Massa-
chusetts where a lab was submitting many, many claims for lab-
oratory tests for terminally ill dialysis patients, again tests that
were totally unnecessary, invasive to the beneficiary, and ulti-
mately totally unnecessary for the treatment of the patients.

Beyond the settlements that we work on, there are also systemic
vulnerabilities in the Medicare and the Medicaid programs, and I
will just mention a few. I will start with prescription drugs on the
Medicare side, which has been debated actively in a different way
both by this body and by the Senate in recent months.

With prescription drugs, what I want to focus on is the pricing
structure for prescription drugs. As you know, Medicare only pays
for a very limited family of drugs at the present time. But in fiscal
year 2002, they paid $8.2 billion for those drugs. And our office’s
conclusion over the past few years is simply that Medicare is pay-
ing too much for these drugs compared to everyone else. And what
our research has shown is that for 24 of the leading drugs that
Medicare paid for in 2000, we paid $887 million more than physi-
cians and suppliers paid for those drugs. And perhaps even more
interesting—or significant—is that we paid $1.9 billion more than
prices available on the Federal Supply Schedule that is used by the
Veterans Administration and by other government purchasers.

It is a complicated question, Medicare pricing, but it is one that
our office has looked at very carefully, and we have concluded that
it is caused by a number of factors, including exploitation of the ex-
isting rules and flaws in the reimbursement system. And while the
current system is based on something called “average wholesale
price,” that term is not really defined, and it allows it to be ex-
ploited in a way that basically allows Medicare to pay a lot more
than anyone else.
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Another area that is also subject to exploitation in Medicare is
our payments for medical equipment and supplies. Now, what I
mean by that is things like power wheelchairs and oxygen and
nebulizers and things that physicians prescribe for someone to use
at home. And it is a very big area in Medicare in terms of dollars;
it is $9.4 billion in claims in 2002.

And again, part of the problem with medical equipment and sup-
plies is the pricing structure, where Medicare pays based on
charges submitted in 1987, adjusted in certain ways, but that is es-
sentially what Medicare is relying on. And all of the Office of the
Inspector General studies have shown that Medicare is paying too
much for this equipment and that the prices have no relationship
to actual costs or any relationship to what other payers are paying.

Medicaid has different challenges, because it is like 50 separate
programs. So you can have problems that are specific to a State or
you can have problems that are nationwide.

And the two that I would focus on are, one, again pricing for pre-
scription drugs in Medicaid, which is a larger problem because
Medicaid pays for a lot more drugs than Medicare. And the other
one that I would just throw out there is the upper payment limits,
which is the way that the Federal Government limits how much
the Federal Government can pay to the States for their health care
services.

While the Centers for Medicare and Medicaid Services have
made some effort in the past year to try and limit that by regula-
tion, there still is a problem that some States are not using Med-
icaid dollars for Medicaid services. And that is something that we
have looked at in the past, we pointed out, and we think needs con-
tinued vigilance into the future.

Beyond the investigations and looking at vulnerabilities, our of-
fice thinks it is very important to try and prevent fraud rather
than going after it after the fact. We have reached out to providers
with compliance guidance and with town hall meetings to try and
educate people about how to comply with the rules. We will con-
tinue to be a part of the error rate auditing at the Centers for Med-
icaid and Medicare Services, which is the way that CMS measures
the fee-for-service erroneous payments.

We have been an integral part of that for the past 7 years, and
now it is going to an outside contractor. We hope that with CMS’s
more expanded use of this tool, they are going to have error rates
on many more areas like contractor error rates, provider-specific
error rates and error rates that are targeted to specific spending,
like on power wheelchairs, and that we will be able to use that and
that others will be able to use those error rates to be able to reduce
the error rates at CMS even more.

I think that HHS, and in particular the Office of Inspector Gen-
eral, has concentrated on eliminating fraud, waste, and abuse in
the past, basically since HIPAA was passed. But it is important
that we realize that all of this fraud has serious and profound con-
sequences for the beneficiaries. I am particularly concerned about
deliberate fraud that we know continues.

I think that we are doing our best to stay on top of this situation,
and we would hope that Congress as our partner would continue
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its work in enacting legislation that closes loopholes and fixes some
of the exploitation of program vulnerabilities.

From my part, our office is willing to continue to work with the
Congress, and we welcome your input and suggestions and any
questions that you might have. And I thank you for letting me
speak today.

Chairman NUSSLE. Thank you for your testimony.

[The prepared statement of Ms. Corrigan follows:]

PREPARED STATEMENT OF DARA CORRIGAN, ACTING PRINCIPAL DEPUTY INSPECTOR
GENERAL, U.S. DEPARTMENT OF HEALTH AND HUMAN SERVICES

Good morning, Mr. Chairman and members of the committee. I am here today to
discuss fraud, waste, and abuse in the Medicare and Medicaid programs.

My job is to prevent and eliminate fraud, waste, and abuse in the many programs
of the Department of Health and Human Services, including Medicare and Med-
icaid. The Office of Inspector General uncovers innocent errors, carelessness, mis-
management, exploitation of the programs, malfeasance, and outright fraud every
day. Improper behaviors include providers billing for services not rendered, falsifica-
tion of diagnoses, and unnecessary tests or services, abusing and neglecting bene-
ficiaries, and accepting kickbacks. These activities cost taxpayers billions in lost and
wasted dollars and deprive vulnerable beneficiaries of the care and support they
need.

The Medicare and Medicaid programs are managed by the Centers for Medicare
and Medicaid Services (CMS), which is the largest component of the U.S. Depart-
ment of Health and Human Services (HHS). The two programs are particularly vul-
nerable because of their sheer size. Combined, they constitute the largest single pur-
chaser of health care in the world with fiscal year 2003 projected Federal outlays
of over $435 billion. Medicare and Medicaid outlays represented 33 cents of every
dollar of health care spent in the United States in fiscal year 2002. Both programs
have inherent risks not only because of their high outlays, but because of their com-
plex reimbursement rules and decentralized operations. Medicare alone serves ap-
proximately 40 million beneficiaries and processes almost 1 billion claims annually.

With increasing dollars at stake, and with a growing beneficiary population, the
potential for vulnerabilities in these programs is greater than ever. Fraud, waste,
and abuse schemes are becoming increasingly complex, national in scope, and con-
stantly changing in response to the latest oversight efforts by the congress, CMS,
our office and our law enforcement partners.

RECENT MAJOR SETTLEMENTS

There is no better way to illustrate the problems we are facing in the area of
fraud, and abuse than to describe some of our most recent settlements. The govern-
ment alleged that HCA Inc. (formerly known as Columbia/HCA and HCA The
Healthcare Company) submitted false hospital cost reports to the government and
paid kickbacks to physicians in exchange for their referral of beneficiaries. HCA rou-
tinely prepared two sets of cost reports, one that was submitted to the Medicare pro-
gram, and a set of “reserve” cost reports reflecting how the filed cost reports might
be adjusted downward if Medicare were to audit them. The information in the de-
tailed “reserve” cost reports showed that a variety of costs on the filed cost reports
were intentionally inflated, including interest charges and capital expenditures. The
government also alleged that HCA paid physicians illegal remuneration in the form
of free rent, free staff, vacations, recruiting bonuses, payments for “consulting” work
that was not, in fact, performed, and phony partnership distributions. Last month,
HCA agreed to pay the United States $631 million in civil penalties and damages
to resolve its civil liability for these activities.

HCA also entered into a separate administrative settlement with CMS under
which it will pay an additional £250 million. Previously, on December 14, 2000, sub-
sidiaries of HCA pleaded guilty to substantial criminal conduct, and HCA paid more
than $840 million in criminal fines, civil restitution and penalties for a variety of
conduct, including exaggerating the value of services, submitting separate bills for
lab tests that should have been bundled, and issues related to the acquisition of
home health agencies. This case involved the most comprehensive health care fraud
investigation ever undertaken with total recoveries of $1.7 billion, by far the largest
recovery ever reached by the government in a health care fraud investigation. More
needs to be done on all levels to prevent such behavior from occurring.
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Other examples come from the pharmaceutical industry. Three pharmaceutical
manufacturers recently entered into large settlements relating, in part, to their pre-
scription drug pricing practices. TAP Pharmaceutical Products Inc., AstraZeneca
Pharmaceuticals LP, and the Bayer Corporation agreed to pay $875 million, $355
million, and $14 million, respectively. The government alleged that each company
reported their wholesale prices at levels far higher than the actual acquisition cost
paid by the majority of physicians and other customers, and marketed the “spread”
between the acquisition cost and the reimbursement, thereby causing their cus-
tomers to receive excess Medicare and Medicaid reimbursement.

MEDICARE VULNERABILITIES

Specific areas of the Medicare program are particularly vulnerable to fraud,
waste, and abuse or quality control problems. They include the following:

PRESCRIPTION DRUGS

As indicated by the settlements I described, prescription drug pricing is particu-
larly problematic for Medicare. Because prescription drugs are essential to proper
treatment, it is important that Medicare beneficiaries’ access to pharmaceuticals not
be hindered by overpricing. While the Medicare program covers only a limited fam-
ily of drugs outside the hospital setting, the cost is quite substantial. Medicare and
its beneficiaries paid more than $8.2 billion for covered drugs in fiscal year 2002.

Our office has consistently found that Medicare pays too much for these drugs—
more than most other payers. For example, Medicare payments for 24 leading drugs
in 2000 were $887 million higher than actual wholesale prices available to physi-
cians and suppliers and $1.9 billion higher than prices available through the Fed-
eral Supply Schedule used by Veterans Affairs and other Federal purchasers. This
excessive payment continues to grow as the amount paid by Medicare grows larger.

Excessive Medicare prescription drug payments are caused by a number of fac-
tors, including billing errors, misinterpretations or abuse of existing rules, and flaws
in the reimbursement system. By law, Medicare’s payment is based on the drug’s
average wholesale price. However, our reports have shown that published wholesale
prices used to establish Medicare payment rates often bear little or no resemblance
to actual wholesale prices available to physicians, suppliers, and other large govern-
ment purchasers. The Medicare program does not receive average wholesale prices
directly from drug manufacturers or wholesalers. Instead, Medicare relies on prices
published by data reporting companies that base the reported average wholesale
price, in part, on the information provided by manufacturers. Because physicians
and suppliers keep the difference between the actual price they pay for a drug and
Medicare’s reimbursement (based on its published average wholesale price), they
have a financial incentive to buy from a drug company with the highest published
amount. Thus, manufacturers may have a financial incentive to exaggerate their
wholesale price in an attempt to gain market share.

MEDICAL EQUIPMENT AND SUPPLIES

In fiscal year 2002, Medicare allowed $9.4 billion in claims for medical equipment
and supplies, of which beneficiaries paid at least $1.9 billion out of their own pock-
ets. Medicare covers nine varieties of medical equipment and supplies, such as dura-
ble medical equipment. These are items that can withstand repeated use and in-
clude oxygen equipment, hospital beds, wheelchairs, nebulizers, and other equip-
ment that physicians prescribe for home use. Medical supplies include catheter,
ostomy, incontinence, and wound care supplies. Medicare also covers braces and ar-
tificial limbs.

Medicare pays too much for certain items of medical equipment and supplies be-
cause Medicare reimbursement rates for these items are based on charges submitted
to the program in 1987. As a result, Medicare payments bear little resemblance to
prices currently available in the marketplace or to the actual cost of manufacturing
and distributing the equipment. We have also uncovered flaws in payment methods
and practices for specific kinds of medical equipment.

As part of a congressional request, we compared Medicare prices for 16 medical
equipment and supply items with the prices from the Department of Veterans Af-
fairs (VA), State Medicaid agencies, Federal employee health plans, and retail sup-
pliers. These 16 items, including standard wheelchairs, IV poles, and certain hos-
pital beds and walkers, accounted for more than $1.7 billion of the $6.8 billion Medi-
care paid for medical equipment and supplies in 2000. This work confirms findings
from previous reviews where we found that Medicare pays higher than market
prices for some items. For example, we found that the VA median prices ranged
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from 31 to 88 percent less than the Medicare prices. In addition, Medicare prices
were more than the median retail price for 10 of the 16 items. These median prices
were as much as 73 percent less than Medicare prices. If Medicare based reimburse-
ment on such lower prices, the program could save an estimated $84 million to $958
million a year.

In another review, we found that Medicare paid substantially more for mainte-
nance on rented equipment than repairs on purchased equipment. Under current
statutory requirements, Medicare pays for maintenance even if the supplier does not
need to service the equipment. We found that only 9 percent of the rental equipment
actually received any maintenance and servicing. We estimated that Medicare could
save approximately $100 million per year by eliminating maintenance payments
and instead paying only for repairs when needed.

MEDICARE CONTRACTORS

The Medicare program is administered by CMS with the help of 47 contractors
that handle claims processing and administration. The contractors are responsible
for paying health care providers, providing a full accounting of funds, and con-
ducting activities designed to safeguard the program. The two main types of Medi-
care contractors are fiscal intermediaries and carriers. Intermediaries process claims
filed under Part A of the Medicare program from institutions, such as hospitals,
skilled nursing facilities and home health agencies; carriers process claims under
Part B of the program from other health care providers, such as physicians and
medical equipment suppliers. The CMS also uses specialty contractors such as pay-
ment safeguard contractors, which focus on matters related to fraud, waste, and
abuse at the carrier and intermediary level, and the durable medical equipment re-
gional carriers, which specialize in analysis and processing of billings for medical
equipment and supplies.

Of all the problems we have observed, perhaps the most troubling has to do with
the contractors’ own integrity such as misusing Government funds, actively trying
to conceal these actions, and altering documents and falsifying statements that spe-
cific work was performed. This was illustrated by the 2002 settlement with General
American Life Insurance Company, Inc., in which the company agreed to pay the
government $76 million. The settlement resolved allegations that the former Medi-
care carrier engaged in improper claims handling and quality assurance reporting
practices to maintain a high performance ranking. However, this is only one exam-
ple. To date, the Federal Government has settled 19 cases involving contractor
fraud, with settlements ranging from approximately $48,000 to $76 million.

In some cases, contractors prepared documents that inaccurately indicated supe-
rior performance, which Medicare then rewarded with bonuses and additional con-
tracts. Some contractors adjusted their claims processing so that system edits de-
signed to prevent inappropriate payments were turned off, resulting in misspent
Medicare Trust Fund dollars. Contractor cost reports were found to contain impro-
prieties, such as double billing and claiming private insurance business costs as if
they were costs incurred under Medicare contracts.

OTHER EXAMPLES

The results of recent investigations reveal the great variety of fraudulent behavior
that we must deal with. Here are a few examples.

Cancer treatments. A physician in Indiana developed a scheme to defraud Medi-
care and several other insurance providers by providing unapproved treatments to
terminally ill cancer patients. The doctor injected these patients with live cells from
pigs and cows under the guise of “live cell therapy.” He also provided “shake and
bake therapy” by injecting the patients with a sand-like substance that caused the
patients temperature to rise to a point where they convulsed under the theory that
the cancer was being baked out of the patients’ systems. All of these therapies were
billed as if chemotherapy was being provided.

Nerve conduction tests. A South Carolina doctor schemed to defraud the Medicare
program by forcing his patients to undergo unnecessary nerve conduction tests.
These tests were conducted regardless of the patients’ diagnoses or symptoms. The
doctor would withhold the patients’ medications until they agreed to undergo the
tests.

Lab tests. In Massachusetts, a laboratory submitted claims for unnecessary tests
and blood draws on terminally ill dialysis patients. The blood drawn from these pa-
tients was then used to run series of unnecessary tests to receive Medicare reim-
bursements.

Equipment and supplies. In Florida, over 30 people conducted a large-scale
scheme to defraud the Medicare program by billing for durable medical equipment



85

supplies that were not provided to beneficiaries and/or not medically necessary. This
scheme involved billing Medicare for motorized wheelchairs and other high-cost
equipment by more than 40 companies. Kickbacks were paid to doctors in return
for their signing of required Certificates of Medical Necessity. Co-pays that should
have been paid by the beneficiaries for the equipment were waived in order to estab-
lish “good will” with the beneficiaries and to keep them from possibly complaining.
Much of the proceeds from this scheme were sent to overseas bank accounts.

MEDICAID VULNERABILITIES

The Social Security Act authorizes grants to States to provide medical assistance
to needy persons. The Medicaid program is administered by the various States in
accordance with approved State plans. While States have considerable flexibility in
designing their State plans and operating their Medicaid programs, they must com-
ply with broad Federal requirements. Medicaid programs are jointly financed by the
Federal and State governments according to a defined formula. The Federal percent-
age ranges from 50 percent to 83 percent, depending on each State’s relative per
capita income.

PRESCRIPTION DRUG PRICING AND DRUG REBATES

Like Medicare, the Medicaid program faces significant vulnerabilities in the pre-
scription drug area, a weakness that is compounded by the fact the Medicaid cur-
rently reimburses for many more drugs than does Medicare. These vulnerabilities
arise in two areas: reimbursements for prescription drugs and the collection of re-
bates under the Medicaid drug rebate program.

The Medicaid program faces many of the same problems as Medicare in paying
for prescription drugs. States generally use the average wholesale price minus a
percentage discount as a basis for reimbursing pharmacies for both brand name and
generic drug prescriptions. The average discount for both brand and generic drugs
combined was about 10.3 percent nationally in 1999. We believe larger discounts are
warranted because of the wide disparity between what a Medicaid agency pays
pharmacies for the drug as compared to the actual pharmacy acquisition cost. As
discussed in the Medicare section, reimbursement based on the average wholesale
price creates certain adverse incentives and is subject to abuse.

Following are the results of our brand name and generic prescription drug re-
views. These reviews were limited to ingredient acquisition costs and did not ad-
dress other areas such as the cost of dispensing the drugs. Generally, States pay
retail pharmacies for the ingredient cost of the drug (average wholesale price minus
a certain percentage) plus a dispensing fee. We have recommended that CMS re-
quire the States to bring pharmacy drug reimbursement more in line with the ac-
tual acquisition costs of both brand and generic drugs. CMS concurred that an accu-
rate acquisition cost should be used to determine drug reimbursement and will en-
courage States to review their estimates of acquisition costs in light of our findings.

Brand name drugs. In a final report issued in August 2001, we pointed out that
about $1 billion in savings could have been realized for 200 brand name drugs with
the greatest amount of Medicaid reimbursement in 1999. Our review of pricing in-
formation from 216 pharmacies in 8 States estimated that pharmacy actual acquisi-
tion costs nationwide averaged about 22 percent below the average wholesale price
in 1999.

Generic drugs. In a report issued in March 2002, we concluded that significant
savings could be realized on generic prescription drugs reimbursed by States under
the Medicaid program. Our review of pricing information from 217 pharmacies in
8 States estimated that pharmacy actual acquisition cost nationwide for generic
drugs averaged 65.9 percent below average wholesale price rather than the 10.3 per-
cent discount most States averaged. For the 200 generic drugs with the greatest
amount of Medicaid reimbursement in 1999, we calculated that as much as $470
million could have been saved if reimbursement had been based on a 65.9 percent
average discount. Our current recommendations center on an additional analysis
that I will describe next.

Multi-tiered pharmacy reimbursement system. As a follow-up to our previous work
on brand and generic drug pricing, we conducted an extended review by identifying
discounts off the average wholesale price for specific categories of drugs. This anal-
ysis showed that there is a wide range of discounts for purchases depending on the
category of drug that is being purchased. Accordingly, we recommended that if
States continue to use a reimbursement system based on average wholesale price,
CMS should encourage States to bring pharmacy reimbursement more in line with
the actual acquisition cost of drug products.
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Drug rebates. As a condition for having their prescription drugs reimbursed by the
program, Medicaid requires pharmaceutical manufacturers to enter into written
agreements with the Department and to pay rebates to the States. This is a feature
absent from the Medicare program. The Medicaid drug rebate program, for which
no final regulation has ever been published, requires a manufacturer to report cer-
tain pricing information, including its best price, to CMS and to pay rebates to the
State Medicaid programs based on the reported prices. A manufacturer’s failure to
properly determine and report its best price can lead to the significant under-
payment of rebates to Medicaid. Three major pharmaceutical drug manufacturers
recently settled False Claims Act cases for their failure to comply with requirements
of the Medicaid drug rebate program and to pay appropriate rebates to the States.
Bayer Corporation, GlaxoSmithKline and Pfizer Inc. paid approximately $257 mil-
lion, almost $88 million, and $49 million, respectively, to resolve these cases.

We have often said that Medicaid should have a level playing field on how it col-
lects rebates and how it pays for drugs. Currently, rebates are based on the average
manufacturer’s price while reimbursement is generally based on the average whole-
sale price. Significant savings could be realized if drug rebates and drug reimburse-
ments both had the same basis. If the basis for reimbursement and rebates is the
same, any increase in the reimbursement basis would have a corresponding increase
in rebates to Medicaid.

UPPER PAYMENT LIMITS

The Office of Inspector General has found problems with States billing the Fed-
eral Government for payments made to public providers when in fact the funds do
not remain at the provider for use for medical services. For example, we found that
some States required public providers to return Medicaid payments to the State gov-
ernments through intergovernmental transfers. Once the payments were returned,
the States would use the funds for other purposes, some of which were unrelated
to Medicaid. Although this practice could potentially occur with any type of Med-
icaid payment to public facilities, we identified two instances in which such pay-
ments were prevalent: Medicaid enhanced payments available under upper payment
limits and Medicaid disproportionate share hospital payments. I will discuss the
upper payment limit provision first.

State Medicaid agencies have flexibility to set the rates they pay to hospitals and
nursing facilities. There is a limit, however, as to how much can be paid in the ag-
gregate within the State. In regulation, this is termed a Medicaid upper payment
limit. This upper limit required that all the individual payments to the facilities
cannot exceed what the Medicare program would have paid for similar services.
Federal regulations in effect before March 13, 2001 established two groups of aggre-
gate limits. One group pertained to all providers in the State (private, State-, city-
, or county-operated). This second group applied to the State-operated facilities.

These payments were made as enhanced or additional payments that exceeded
the regular payments for Medicaid services. For example, if Medicaid paid $5,000
for a hospital inpatient service, but Medicare would have paid $6,000 for that same
service, the $1,000 difference would have been the additional amount that the State
could have claimed under the regulations. The States used this calculation to their
advantage by claiming Federal funds up to the limit but did not always allow for
the facilities to retain these funds to pay for actual delivery of medical services. The
Federal funds returned to the State through intergovernmental transfers were then
available to the States for any purpose, including issues not related to health care.

In short, this use of intergovernmental transfers as part of the enhanced payment
program was a financing mechanism designed to maximize Federal Medicaid reim-
bursements by avoiding the Federal/State matching requirements. The result is a
lack of accountability for Medicaid dollars, including their being used for purposes
not intended by the Medicaid statute.

In an effort to curb these practices and ensure that State Medicaid payment sys-
tems promote economy and efficiency, CMS issued a final rule, effective March 13,
2001, which modified upper payment limit regulations in accordance with the Bene-
fits Improvement and Protection Act of 2000. The regulatory action created three
aggregate upper payment limits—one each for private, State, and non-state govern-
ment-operated facilities. The new regulations will be gradually phased in and be-
come fully effective on October 1, 2008. We commend CMS for changing the upper
payment limit regulations. The CMS projected that these revisions will save $55 bil-
lion in Federal Medicaid funds over the next 10 years. The CMS also changed the
enhanced payments that States may pay public hospitals from 100 percent to 150
percent of the amount that would be paid under Medicare payment principles. We
recommended continuing to limit payments to 100 percent, and CMS implemented
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the recommendation, achieving an additional savings of $24.3 billion over 10 years.
At the request of CMS, our office will conduct audits to monitor compliance with
the new regulations.

When fully implemented, CMS’s changes will dramatically limit, though not en-
tirely eliminate, the amount of State financial manipulation because the regulation
does not require that enhanced funds be retained by the targeted facilities to pro-
vide medical services to Medicaid beneficiaries.

DISPROPORTIONATE SHARE HOSPITAL PAYMENTS

Medicaid makes special payments designed to assist hospitals that provide care
to a large number of Medicaid beneficiaries and uninsured patients. These “dis-
proportionate share” payments are important because public “safety net” hospitals
face special circumstances and play a critical role in providing care to vulnerable
populations. However, we found that hospitals that retained enhanced payments
available under the upper payment limit regulations did not use the special pay-
ments for their disproportionate share of Medicaid and uninsured beneficiaries. In-
stead, audit results in several States showed that public hospitals returned large
portions (80 to 90 percent) of the payments to the State Medicaid agencies through
intergovernmental transfers. We have expanded our audit work to additional States
to further review these special payments being made to hospitals.

In addition, we have found that disproportionate share payments to individual
hospitals exceeded hospital specific limits imposed by OBRA of 1993. To date, we
have identified about $645 million (Federal share) in payments that exceed the
OBRA limit. The limits were exceeded for a variety of reasons, including the lack
of a mechanism at the State level to ensure that the payments did not exceed the
actual cost of providing services, duplication of costs, exceeding Medicare cost limits,
and the inclusion of unallowable/non-hospital costs in uncompensated care costs.

We recommend that public hospitals retain the State and Federal shares of the
enhanced Medicaid payments up to the 100 percent aggregate limit payable under
Medicare payment principles and receive and retain 100 percent of the State and
Federal shares of allowable disproportionate share payments and use the funds for
delivering medical services to Medicaid beneficiaries.

REMEDIAL MEASURES
HEALTH CARE FRAUD AND ABUSE CONTROL PROGRAM

The problems that I have discussed with you today are extremely complex. The
Office of Inspector General helps prevent and detect fraud, waste, and abuse
through a comprehensive and sustained program of audits, investigations, evalua-
tions, enforcement, and outreach. Since the passage of the Health Insurance Port-
ability and Accountability Act of 1996, our effectiveness has been strengthened
through an increased and predictable funding base for our office and CMS for fraud,
and abuse control efforts. Annual increases were authorized through the end of this
year.

With these resources, our office conducted or participated in 568 successful health
care prosecutions or settlements in fiscal year 2002. A total of 3,448 individuals and
entities were excluded, many as a result of criminal convictions. In the same period,
the Department acted on our recommendations to disallow almost $300 million in
improperly paid health care funds, and another $1.5 billion is expected as receiv-
ables from investigative activities. Implementation of our recommendations to cor-
rect systemic vulnerabilites resulted in more than $19 billion in savings in fiscal
year 2002.

The Office of Inspector General does not work alone. We are joined by the Depart-
ment of Justice and a host of other partners, among them the State Medicaid Fraud
Control Units (MFCUs) and State auditors.

MEDICAID FRAUD CONTROL UNITS

The responsibility for detecting, investigating and prosecuting fraud, and abuse
in the Medicaid program is shared between the Federal and State governments.
Each State is required to have a program integrity unit dedicated to detecting and
investigating suspected cases of Medicaid fraud. Most States fulfill this requirement
by establishing a Medicaid Fraud Control Unit. Each of the Medicaid State agencies
also has a Medicaid Management Information System. A subpart of this data sys-
tem is the Surveillance and Utilization Review Subsystems Units. These units are
charged with ferreting out fraud by conducting preliminary reviews of providers and
beneficiaries with aberrant claims or billing patterns that possibly indicate criminal
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frauéj{. When potential fraud cases are detected, the cases are referred to the
MFCUs.

Since the inception of the Medicaid fraud control program, the MFCUs have re-
covered hundreds of millions of program dollars. The Office of Inspector General,
MFCUs, and other law enforcement agencies work together to coordinate anti-fraud
efforts. These partnerships have greatly enhanced our ability to carry out our mis-
sion. In fiscal year 2002, we conducted joint investigations with the MFCUs on 218
criminal cases and 37 civil cases. During this time there were 70 criminal convic-
ﬁ%lgUand 17 civil settlements or judgments on cases worked jointly with the

S.

STATE MEDICAID AUDIT PARTNERSHIP

Another important cooperative effort includes State Medicaid audit partnerships.
The partnership plan was created as a way to provide broader coverage of the Med-
icaid program by collaborating with State auditors, State Medicaid agencies, and
State internal audit groups. The level of involvement of each partner is flexible and
can vary depending upon specific situations and available resources. The OIG role
might entail sharing our methodology and experience in examining similar Medicaid
issues. In other cases, we may join together with State teams to audit suspected
problems.

For example, an audit conducted with the Delaware State auditor indicated that
a State agency had overpaid Medicaid managed care organizations and other health
care providers $364,000 for services rendered on behalf of deceased recipients. The
overpayments resulted because of major weaknesses in internal controls. The State
agreed to recover the overpayments and has begun to strengthen internal controls.
Other issues examined in this partnership program with State auditors include
‘Medicaid outpatient prescription drugs, unbundling of clinical laboratory services,
outpatient non-physician services already included as an inpatient charge, excessive
costs related to hospital transfers, excessive payments for durable medical equip-
ment, acquisition costs for Medicaid drugs, and program issues related to managed
care.

To date, these joint efforts have been developed in 25 States. Completed reports
have identified $263 million in Federal and State savings and included rec-
ommendations for improvement in internal controls and computer systems oper-
ations.

INDUSTRY OUTREACH AND EDUCATION

The Office of Inspector General is interested not only in detecting and dealing
with fraud, waste, and abuse, but also in preventing it. One way we do this through
outreach. We have engaged in numerous outreach efforts designed to work with the
health care industry to assist providers in preventing fraud, waste, and abuse, and
to increase their compliance with Federal health care program requirements. Infor-
mation about these outreach efforts and results of our audits, investigations, evalua-
tions, and enforcement initiatives are routinely made available through the Internet
on our website at www.oig.hhs.gov. Our office continues to work with the health
care industry to gain an understanding of the issues confronted by the industry as
providers implement and maintain compliance programs. Prevention initiatives,
such as those listed below, inform and assist the health care industry and program
beneficiaries.

Compliance program guidance. Compliance program guidances promote industry
awareness of models for corporate integrity and compliance programs. Thus far, we
have issued 11 compliance program guidances for various sectors of the health care
industry such as hospitals, laboratories, home health agencies, and ambulance serv-
ices. Each guidance provides concrete suggestions for designing and implementing
internal controls and procedures to address identified risk areas for the applicable
health care sector. These guidances are not mandatory. They provide recommenda-
tions on the voluntary establishment of systems, structures and policies that en-
hance compliance with Federal health care program requirements.

Advisory opinions. Through the advisory opinion process, parties can obtain bind-
ing legal guidance as to whether their existing or proposed health care business
transactions violate the Federal anti-kickback statute, the civil monetary penalties
laws, or our office’s exclusion authorities. The advisory opinion process enhances
OIG’s understanding of new and emerging health care business arrangements and
informs our development of new safe harbor regulations, fraud alerts, and special
advisory bulletins. We have issued 20 advisory opinions in fiscal year 2002 and 14
to date in fiscal year 2003. More than 100 advisory opinions have been issued since
1997.
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Corporate integrity agreements. Many health care providers that enter into agree-
ments with the United States in settlement of potential liability for violations of the
False Claims Act or Civil Monetary Penalties Law also agree to adhere to a “cor-
porate integrity agreement.” Under the agreement, the provider commits to estab-
lishing a program or taking other specified steps to ensure its future compliance
with Federal health care program requirements. The duration of most agreements
is 5 years, during which time providers must undertake audits of their billings to
the Federal health care programs, typically conducted by an independent review or-
ganization, such as an accounting firm, and submit periodic reports to our office.
Integrity agreements require a substantial commitment by the provider to ensure
that the organization is operating in accordance with Federal health care program
requirements and the parameters established by the agreement itself. Breach and
default provisions in the CIAs help to ensure compliance with their requirements.
As of the current date, we are monitoring more than 350 corporate integrity agree-
ments.

ASSESSMENT OF PROGRESS IN ADDRESSING THE CHALLENGE

To help ensure the financial integrity of the Medicare program, and the continued
availability of Medicare benefits, it continues to be essential that documented and
accurate bills are submitted for correct payment for properly rendered health care
services. We reported that improper payments under Medicare’s fee-for-service sys-
tem totaled an estimated $13.3 billion during 2002, or 6.3 percent of the $212.7 bil-
lion in fee-for-service payments processed by CMS. That estimate is about half of
the $23.2 billion that was estimated for 1996, when OIG developed the first national
error rate. The error rate does not include improper payments made as a result of
falsified documents, kickbacks, or other types of undetectable fraud. It does reflect
progress in reducing waste due to improper billings. Our 7-year analysis indicates
that over 80 percent of the claims that did not meet reimbursement requirements
were attributable to unsupported and medically unnecessary costs two areas that
will receive ongoing monitoring. As in past years, we estimated that over 92 percent
of the 2002 fee-for-service payments met Medicare reimbursement requirements.
CMS has demonstrated continued vigilance in monitoring the error rate and devel-
oping appropriate corrective action plans. In addition, due to CMS’s work with the
provider community to clarify reimbursement rules and to impress upon health care
providers the importance of fully documenting services, the overwhelming majority
of health care providers follow Medicare reimbursement rules and bill correctly.

In fiscal year 2003, CMS will fully implement its Comprehensive Error Rate Test-
ing Program and the Hospital Payment Monitoring Program to produce a Medicare
fee-for-service error rate. This methodology will establish, for the first time, base-
lines to measure each contractor’s progress toward correctly processing and paying
claims. The results will reflect the contractor’s performance and will identify specific
provider billing anomalies in the region. Contractors will then develop targeted cor-
rective action plans to reduce payment errors through provider education, claim re-
views, and other activities, and CMS will evaluate their rate of improvement.

CONCLUSION

As T stated at the beginning of my testimony, I believe a concentrated effort by
a large number of people has resulted in tangible progress in combating fraud,
waste, and abuse in recent years. However, the problems that remain are serious,
complicated, and have profound consequences. I am particularly concerned about the
deliberate fraud that we know continues. We must never let down our guard, and
we must continue to dedicate the resources and make the concerted effort to reduce
these problems.

We are doing our best to stay on top of this situation, and are continuously involv-
ing all of our partners in the enterprise. Since the Congress itself is one of our part-
ners, I would like to take this opportunity to recommend for your consideration a
dual strategy for dealing with fraud, waste, and abuse on the legislative front.

The first strategy is to prevent these abuses from happening. This can be done
through legislation to address aspects of programs where their underlying statutes
make them vulnerable or where changes in the statutes would be more conducive
to effective administrative action. One good example is the authority for Medicare
payments for prescription drugs, frequently mentioned in my testimony. This prob-
lem needs prompt action to prevent wasteful spending of hundreds of millions of
taxpayer dollars every year, with the losses mounting with each passing month. Ad-
ditional proposals are found in our Red Book of savings that we publish annually
based on our audits and evaluations.
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Of course, it is important to make sure that legislation for new programs does not
create new vulnerabilities. Protection from fraud, waste, and abuse needs to be
crafted into the legislation itself. We stand ready to assist the Congress in this re-
gard. Indeed, one of our responsibilities under the Inspector General Act is to pro-
vide advice on proposed legislation.

The second strategy is to ensure that adequate, reliable, and predictable resources
are available to our office and our law enforcement and administrative partners.
Most of the achievements by our office were made possible by the enhanced re-
sources provided through the Health Care Fraud and Abuse Control Program. As
stated previously, funding under this program at enhanced levels is essential to our
continued success in addressing the problems I have identified in my testimony
today. It will also further assist our office in its continued outreach activities with
the health care industry to increase the industry’s awareness and further improve
its record of voluntary compliance.

I appreciate the opportunity you have given me today to focus attention on the
continuing problems and vulnerabilities that confront us and to share with you
some of our efforts and recent initiatives. I welcome your questions.

Chairman NUSSLE. Our final witness on this panel is Kenneth
Mead, Inspector General for the Department of Transportation.

Welcome. We are pleased to receive your testimony.

STATEMENT OF KENNETH M. MEAD

Mr. MEAD. Thank you, Mr. Chairman. The target the committee
set for Transportation was about $500 million, a little less than 1
percent of the DOT’s budget request of $54 billion. Your target is
not unreasonable in my opinion. Your timing is also impeccable.

As many of you may know, highways, transit programs, the avia-
tion program, and the maritime programs are all up for reauthor-
ization this year. Amtrak reauthorization expired last year and the
appropriators did give them money, of course, but Amtrak really
needs a reauthorization at some point in time.

I want to say right up front that Secretary Mineta, Deputy Sec-
retary Jackson, and the modal administrators have been extremely
supportive of our work in every way. We really could not ask for
any more.

I would like to paint for the committee a frame of reference. You
probably know that DOT relies very heavily on trust funds for its
money. About 85 percent of the budget comes from Aviation/High-
way Trust Funds. People don’t always like to talk about this, but
the revenue projections for both of those trust funds are down
sharply. Over the next 4 years, Aviation Trust Fund revenue is ex-
pected to be about $10 billion less than projections; a big drop has
also occurred in the Highway Trust Fund Revenue. Revenues there
fell about 20 percent, from $39 billion in 1999 to $31 billion in
2001. Over the next 4 years we expect about $18 billion less than
had been projected.

So, when you take the declining trust fund revenues and you
couple that with a deficit of over $400 billion in 2003, the urgency
of cost control is manifest.

I would like to speak today to some opportunities for savings in
the highway, transit, aviation, and maritime areas, and would like
to close with some observations about Amtrak.

First highways and transit. The key issue for the Federal High-
way Administration and Transit Administration is ensuring that
major projects are delivered on time, on budget, and free from
fraud. You know, whether funds are lost to cost overruns, schedule
delays or fraud, the result is fewer dollars for transportation



91

projects. And to put that in perspective, the staff gave me an inter-
esting figure: if the efficiency with which the $500 billion that was
invested by the Federal and State governments over the past 6
years, if that efficiency were improved by just 1 percent, you would
have an additional $5 billion, which would be enough to fully fund
four of the fifteen active major highway projects in the United
States.

Here are some opportunities. Highways has to be more vigilant
in identifying funds that are no longer needed by the States. We
have found funds sitting idle on inactive projects that could be re-
deployed to fund active projects. We are not talking small change
here. In 2001 we found $238 million in that category, in just the
States we sampled. And we are going to report this year that the
problem continues. So there is money that has already been appro-
priated; it is available, just not being used.

Second area. There are a number of large projects that stand as
examples of good project management practices, but there are also
glaring examples of projects that have been plagued by some inef-
fective management. This is an issue at both the State and Federal
levels. For example, we have seen unreliable cost estimates on
major highway and transit projects lead to substantial cost in-
creases. One that everyone in the room I am sure is aware of is
the Central Artery in Boston. That project increased from $2.5 bil-
lion to $14.5 billion.

The most recent example occurred in Virginia with the Spring-
field Interchange. That is a project that, as Mr. Moran knows—he
requested us to do some work here—that moved from $300 million
to about $675 million. The cost estimates for that project today, in
today’s environment, was shocking. They did not include something
as basic as the cost of inflation.

Another problem is that finance plans, which identify elementary
things like a project’s cost, schedule, funding sources, and risk, are
usually not required for highway projects under $1 billion. In our
opinion, it is just common sense that projects costing $100 million
or more of taxpayer dollars ought to have a finance plan. The De-
partment, the administration, has proposed this in the pending re-
authorization proposal for highways.

Our work has also disclosed that until very recently, the last cou-
ple of years, the Federal Highway Administration rarely focused on
program and major project management and financial oversight.
They took a partnership approach in exercising their oversight role
on Federal highway projects. That is important, and it is good to
have a partnership where it works. However, it is also important
to keep the capability of stepping back and making the hard calls
when necessary. We found that hadn’t always been the case.

Another interesting one is that today’s modern highway projects
also require professional competencies in financing, cost estimating,
program analysis, a whole range of multidisciplinary skills. But
Highway’s expertise in this area is very limited. Most of their peo-
ple are engineers. The Central Artery in Boston: we spent time ap-
proving 14,000 design changes and missed $1.5 billion in overruns.

I think fraud in highway and transit construction projects re-
mains a significant concern, not at the levels of the 1960s and
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1970s, but it has tripled in the last several years, and we are very
concerned about that.

Another issue I would like to put on your radar screen as a na-
tional problem is abuse of the disadvantaged business enterprise
program where people, in order to secure contracts, go out and cre-
ate false front firms.

Another significant opportunity exists to bolster revenue collec-
tions for the Highway Trust Fund. Fuel tax fraud is draining, it is
estimated, about $1 billion annually from the fund.

I would like to turn to FAA for a moment. FAA’s budget request
for $14 billion is exceeding projected trust fund revenues by about
$3 billion. In 1996, Congress give FAA direction to become a per-
formance-based organization. Congress also gave them personnel
reform and acquisition reform authority. Seven years later, I don’t
see sufficient progress in meeting the outcomes. Instead, we have
seen enormous costs growth at FAA.

In terms of operating costs, the most discernible results of per-
sonnel reform have been higher salaries. The new pay system for
controllers was a significant cost driver. Between 1998 and 2003,
the average base pay for a controller increased by nearly 50 per-
cent. It is now over $100,000 a year. That compares to an average
salary increase for other FAA employees of about 30 percent.

Also, although linking pay and performance was a key tenet of
personnel reform in FAA, roughly 36 percent of FAA employees
today are based on—their pay is based on—individual performance.
The remainder get largely automatic pay increases.

I think the critical tool that FAA needs to control costs is a cost
accounting system. In 1996, Congress, by law, directed FAA to cre-
ate one. At that time it was estimated it would cost $12 million and
to be completed in 1998. Well, we are 7 years into development and
have spent $38 million. They estimate $7 million to go, and I hope
we have a cost accounting system in place sometime in 2004.

There are a number of opportunities for cost savings that we can
get into in the Q and A if you would like.

I would like to say a word about FAA’s experience with procure-
ment reform. They are doing a good job of awarding contracts
quicker, but their major acquisitions continue to experience large
cost increases, extended delays, and performance problems.

We tracked 20 major air traffic control modernization acquisi-
tions. They have experienced cost growth of over $4.3 billion and
schedule slips of 1.7 years. That is simply not sustainable. That
cost growth alone now exceeds 100 percent of a full year’s appro-
priation for the facilities and equipment accounts.

And meanwhile, FAA is starting to launch and embark upon new
multibillion-dollar procurements. At some point they have got to
take some management actions to get control over these overruns.

Maritime Administration. They have the loan guarantee pro-
gram. We audited it and found that it was in need of fundamental
reform in nearly every phase. They have had about a half a billion
dollars in defaults over the past several years. Congress recently
required those reforms and the Department is acting on them. I
think there is a lot of promise there.

In Amtrak, the message here is: the model that we have for Am-
trak is broken. Amtrak is asking for $1.8 billion and the adminis-
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tration has requested about $1 billion. I think there are several
possible options for dealing with Amtrak and they are described in
the testimony submitted for the record. Amtrak is awash in debt—
$4.8 billion today; compared to $1.7 billion the last time you reau-
thorized them. Their annual operating losses are about $1.1 billion.
They have a capital repair backlog of $6 billion, even though their
ridership revenue is up. I would just encourage the committee to
take Amtrak’s governance structure and consider what we want for
rail in this country. Fundamentally, we are not going to get out of
the Amtrak problem by saving your way out of it.

Thank you.

Chairman NUSSLE. Thank you.

[The prepared statement of Mr. Mead follows:]

PREPARED STATEMENT OF HON. KENNETH M. MEAD, INSPECTOR GENERAL, U.S.
DEPARTMENT OF TRANSPORTATION

Chairman Nussle, Ranking Member Spratt, and other members of the committee,
we appreciate this opportunity to testify today about opportunities to control costs
and improve the effectiveness of Department of Transportation (DOT) programs. At
this committee’s direction, the concurrent resolution on the Budget for fiscal year
2004 requires House and Senate authorizing committees to identify opportunities to
eliminate waste, fraud, and abuse in programs under their jurisdiction. Efforts to
combat waste, fraud, and abuse take on even more importance today, when we face
significant financial challenges. The Congressional Budget Office recently updated
its estimate of the fiscal year 2003 deficit to $400 billion, or close to 4 percent of
gross domestic product.

This committee and the Senate Budget Committee also identified savings targets
expected from each authorizing committee. The target for budget authority that was
provided to the House Transportation and Infrastructure Committee totaled $491
million, a little less than 1 percent of DOT’s fiscal year 2004 budget request. This
approach calls for the committees with expertise about specific programs to target
waste, fraud, and abuse associated with those programs. DOT, for example, admin-
isters several important transportation programs that contribute to meeting na-
tional economic, safety, and mobility goals. Overall, DOT’s fiscal year 2004 budget
request is $54.3 billion, of which $46.2 billion (85 percent) is from DOT trust funds
and $8.1 billion (15 percent) is from the General Fund.

We believe the committee’s target of identifying about $500 million in waste,
fraud, and abuse in DOT programs is reasonable and can be achieved by imple-
menting administrative and legislative opportunities to (1) improve the efficiency
and effectiveness of DOT programs, (2) avoid unnecessary program cost increases,
and (3) cut costs and reduce losses to fraud, and abuse.

We in the DOT Office of the Inspector General have attempted to do our part to
identify program improvements, cost avoidance opportunities, and direct cost sav-
ings to reduce program cost growth and ensure that we get the most from our trans-
portation investments. From fiscal year 1997 through the first half of fiscal year
2003, we made over $6 billion in recommendations to put funds to better use, and
we have questioned more than $475 million in costs. Our investigators also com-
pleted 1,486 convictions and obtained over $260 million in fines, restitutions, and
civil judgments—bringing funds back to the U.S. Treasury or to affected programs.

I want to use our time today to focus on opportunities we have identified to use
funds more efficiently and effectively, avoid unnecessary cost increases, and reduce
costs in (1) Federal Highway Administration (FHWA) and Federal Transit Adminis-
tration (FTA) grants to States and localities; (2) Federal Aviation. Administration
(FAA) operation, maintenance, and acquisition programs; and (3) Maritime Adminis-
tration’s (MARAD) Title XI Loan Guarantee Program.

Finally, I will conclude my remarks with a few observations about Amtrak, which
presents a different type of challenge because its program structure is fundamen-
tally broken and needs to be rethought.

DOT management has been responsive to our recommendations to correct the de-
ficiencies in most of these areas. In particular, Secretary Mineta, Deputy Secretary
Jackson, and the Administrators have emphasized the need to improve oversight to
get more value from the Federal investment. This has included making tough calls
in project funding decisions and proposing significant legislative changes to
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strengthen stewardship, oversight, and fraud detection and prevention provisions re-
lated to highway and transit investments.

FEDERAL HIGHWAY ADMINISTRATION AND FEDERAL TRANSIT ADMINISTRATION

FHWA has requested $30.2 billion (all from the Highway Trust Fund) for grants
to States and local governments to build and repair highways and to reduce high-
way injuries and fatalities. FTA requested $7.2 billion ($5.9 billion from the High-
way Trust Fund and $1.3 billion from the General Fund) for grants to transit opera-
tors, and to State and local governments for the construction of transit facilities and
purchase of transit equipment.

However, Highway Trust Fund tax receipts have fallen from $39.3 billion in fiscal
year 1999 to $31.5 billion in fiscal year 2001, a 20 percent decline. Current esti-
mates show that between fiscal year 2003 and fiscal year 2006, Highway Trust
Fund tax revenues will be about $18 billion less than projections made in April
2001, and are not expected to return to the fiscal year 1999 level until fiscal year
2008.

Whether funds are lost to cost overruns, schedule delays, or fraud, the result is
the same—fewer resources are available for important transportation projects. To il-
lustrate, if the efficiency with which the $500 billion invested by the Federal Gov-
ernment and the States over the last 6 years on highway projects had been im-
proved by only 1 percent, an additional $5 billion would be made available—enough
to fund 4 of the 15 active major highway projects.

Although proposals have been made to increase funding for Federal-aid Highways,
and these proposals may have merit, we believe considerably more can and should
be done to stretch Federal dollars by ensuring that funds are spent cost effectively.

We have identified a number of ways, based on our audits and investigations, that
FHWA and FTA could do a better job. These are:

MAKING BETTER USE OF AVAILABLE FUNDS

FHWA must be more vigilant in identifying funds that are no longer needed by
States. These funds, sitting idle on inactive projects can be redeployed to fund active
projects. We found $238 million in funds that States no longer needed on projects
that should have been redirected to other projects. Of this amount, $54 million had
bgen idle for 16 years on a freeway project in Connecticut that had never been start-
ed.

STRENGTHENING PROJECT MANAGEMENT

We have reviewed projects in which management and oversight were ineffective,
leading to significant cost increases, financing problems, schedule delays, or tech-
nical or construction difficulties. These projects include the Central Artery, the
Woodrow Wilson Bridge, the Springfield interchange in Virginia, Puerto Rico’s Tren
Urbano, the Los Angeles Metro Red Line, and the San Francisco Bay Area Rapid
Transit (BART) Airport Extension.

One problem we have repeatedly seen is that cost estimates on major highway
and transit projects have been unreliable and have led to substantial cost increases
in the long run. For example, we found the Virginia Department of Transportation
understated project cost estimates by $236.5 million, or 35 percent, on the Spring-
field Interchange project by not including estimates for some known and planned
costs. Significant cost estimating problems also occurred on the BART Airport Ex-
tension. Our April 2000 report noted that the project’s costs had increased by $316
million over the initial cost estimate.

Another problem is that finance plans are not usually required for highway
projects under $1 billion, although such projects can also burden a State’s manage-
ment resources. A finance plan is a management tool that is vital in providing
project managers and the public with information on how much a project is expected
to cost, when it will be completed, whether adequate funding is committed to the
k};r(gect, and whether there are risks to completing the project on time and within

udget.

In our opinion, finance plans should be prepared for projects costing $100 million
or more, and responsibility for approving those plans should be delegated to the
States, with the Secretary reserving the right to review any plan. If the States are
going to spend $100 million of taxpayer money, it is reasonable to require them to
develop an approved finance plan that identifies project costs, milestones, and fund-
ing sources. The Department has incorporated this new requirement in its reauthor-
ization proposal.

Our work has identified two reasons for ineffective oversight of Federal-aid high-
way projects. First, until recently, FHWA managers rarely focused on program and
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major project management and financial oversight. FHWA took a partnership ap-
proach in exercising its oversight role of Federal-aid Highway projects, with FHWA
channeling money for highways to the States and working with State highway per-
sonnel to administer highway contracts. This partnership is important, but it is
equally important that FHWA be willing to step back and make the hard calls when
necessary.

Second, today’s highway projects require professional competencies in emerging
technologies, financing, cost-estimating, program analysis, environmental processes,
and schedule management. Yet, FHWA’s expertise in these areas is severely limited
because its workforce is structured almost exclusively around engineering skills that
were in greater demand during construction of the interstate system. FHWA should
restructure its staffing mix to bring the right set of skills to bear on oversight activi-
ties.

DETECTING AND PREVENTING FRAUD

During the last 4%% years highway and transit-related fraud indictments have tri-
pled, convictions have doubled, and monetary recoveries totaled more than $80 mil-
lion. We currently have over 100 ongoing investigations of infrastructure projects or
contracts. Fraud schemes that we are commonly seeing today include bid-rigging
and collusion among contractors; false claims for work or materials not provided on
the project; product substitution by contractors or vendors who provide substandard
or inferior materials; bribery of inspectors to look the other way on their duty to
ensure quality of work or materials; failure by contractors to pay workers required
prevailing wages; and fraud against the Disadvantaged Business Enterprise (DBE)
Program for minority and women contractors who are used as “false front” compa-
nies.

DBE fraud is an area with serious enforcement and compliance problems that re-
quires more attention and appears to be nationwide in scope. In an effort to protect
the Government’s interest against fraud on transportation projects we recommended
the Department adopt language in its highway reauthorization proposal to make de-
barment mandatory and final when a contractor is convicted of a fraud. In addition,
since State programs are the ones damaged by fraud, allowing States to share in
any recoveries would help them restore their programs and provide support for fur-
ther fraud deterrence and detection efforts.

INCREASING REVENUE COLLECTIONS

Fuel tax fraud drains the Highway Trust Fund of an estimated $1 billon annually,
which can be mitigated with strengthened enforcement and investigative efforts to
increase tax collections. Cross-border bootlegging of fuel and diversion of aviation
“jet” fuel are two areas needing further attention. Federal and State legislative
changes could facilitate more effective tax collections and investigations.

FEDERAL AVIATION ADMINISTRATION

In 1996, Congress acted to make FAA a performance-based organization by giving
the agency two powerful tools—personnel reform and acquisition reform.

The expectation was that, by being relieved of Government personnel and procure-
ment rules, FAA would operate more like a business—that is, services would be pro-
vided to users cost effectively and air traffic control modernization programs would
be delivered approximately on time and within budget. Seven years later, FAA’s
budget has grown from $8.2 billion in fiscal year 1996 to $14 billion in fiscal year
2004—an increase of $5.8 billion, or over 70 percent. About half of that increase was
attributable to FAA’s operating budget. During this period, we have also seen large
cost overruns and schedule slips in FAA’s major acquisitions.

Continued growth of that magnitude is unsustainable, given the multibillion-dol-
lar declines in projected Aviation Trust Fund receipts and greater dependence of
FAA in the General Fund. In fact, projected tax receipts to the Aviation Trust Fund
for fiscal year 2004 have dropped from approximately $12.6 billion estimated in
April 2001 to about $10.2 billion estimated in February 2003. Over the next 4 years
(fiscal year 2004 through fiscal year 2007), Aviation Trust Fund tax revenues are
expected to be about $10 billion less than projections made in April 2001.

APRIL 2001 TF ESTIMATE FEBRUARY 2003 TF ESTIMATE

We see three areas based on our audits and criminal investigations that need to
be addressed to ensure that Federal funds are spent cost-effectively.
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FAA’S SPIRALING OPERATING COSTS ARE UNSUSTAINABLE AND NEED TO BE BROUGHT
UNDER CONTROL

To date, the most visible results of personnel reform are increased workforce
costs. While there has been improved labor/management relations with controllers
(FAA’s largest workforce), FAA’s operating costs, which are primarily payroll, have
increased by $3 billion, going from $4.6 billion in fiscal year 1996 to $7.6 billion in
fiscal year 2004—an increase of over 65 percent. The new pay system for controllers
was a significant cost driver. Between 1998 (when the new system was imple-
mented) and 2003, the average base pay for controllers increased from $72,000 to
over $106,000—a 47 percent increase. This compares to an average salary increase
for all other FAA employees during the same period of about 32 percent.

Additionally, although linking pay and performance was a key tenet of personnel
reform, only about 36 percent of FAA employees receive pay increases based on indi-
vidual performance. The remainder of FAA employees receives largely automatic
pay increases.

We also found that there are somewhere between 1,000 and 1,500 side bar agree-
ments or Memorandums of Understanding (MOUs) that FAA managers entered
into. These agreements cover a wide range of issues such as implementing new tech-
nology, changes in working conditions, and—as a result of personnel reform—com-
pensation, bonuses, and benefits. While many of the agreements serve legitimate
purposes, we found some that had significant cost and/or operational impacts on
FAA. For example, as part of a new pay system for controllers, FAA and the Na-
tional Air Traffic Controllers Association (NATCA) entered into a national MOU
providing controllers with an additional cost-of-living adjustment. As a result, at
111 locations, controllers receive between 1 and 10 percent in “Controller Incentive
Pay,” which is in addition to Government-wide locality pay. In fiscal year 2002, the
total cost for this additional pay was about $27 million.

Despite the cost implications, at the time of our review FAA management did not
know the exact number or nature of these agreements, there were no established
procedures for approving MOUs, and their cost impact on the budget had not been
analyzed. Because of the significant control weaknesses, we briefed the FAA Admin-
istrator about our concerns in January 2003—two months after initiating this re-
view. FAA has moved expeditiously to address this issue, including identifying those
MOUs that are problematic or costly and opening discussions with NATCA to re-
open several agreements.

To effectively control costs, FAA needs accurate cost accounting and labor dis-
tribution systems. In 1996, Congress also directed FAA to have a fully functioning
cost accounting system so it, as well as others, could know exactly where its costs
were. Now, after nearly 7 years of development and over $38 million, FAA still does
not have an adequate cost accounting system, and it expects to spend at least an-
other $7 million to deploy the cost accounting system throughout FAA. In our opin-
ion, the principle reason that FAA does not have an effective cost accounting system
is because it has not experienced any consequences for not having one. FAA also
has not been held accountable to operate like a business, which must be able to
identify costs by specific services, activities, and locations to support management
decision making.

To have an effective cost accounting system, FAA also needs an accurate labor
distribution system. Cru-X is the labor distribution system FAA chose to track hours
worked by air traffic employees. As designed, Cru-X could have provided credible
workforce data for addressing controller concerns about staffing shortages, related
overtime expenditures, and how many controllers are needed and where. That infor-
mation, in turn, is especially important, given projections of pending controller re-
tirements. Unfortunately, Cru-X has not been implemented as it was designed.

Given the fiscal constraints facing FAA, the availability of critical, reliable, and
competent data to make informed decisions about the agency’s basic day-to-day op-
erations must be an imperative for FAA. FAA needs to redouble its efforts to have
a fully functional cost accounting and labor distribution system in place and oper-
ating. We are encouraged by FAA’s response to our June 3, 2003 assessment of its
cost accounting system, in which the agency agreed to have both its cost accounting
and labor distribution systems in place and operating by September 30, 2004.

FAA also needs to look at existing opportunities to reduce costs. For example, we
estimate FAA could realize cost savings of nearly $500 million over 7 years by re-
ducing the number of existing automated flight service stations by over half in con-
junction with deployment of new flight service software. We also identified that FAA
could save over $57 million annually by expanding the contract tower program to
71 visual flight rule towers still operated by FAA. Clearly, these actions are con-
troversial among certain groups; however, given the current fiscal issues facing
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FAA, the agency needs to objectively consider these and other cost saving measures
from a business perspective.

FAA’S MAJOR ACQUISITIONS CONTINUE TO EXPERIENCE LARGE COST INCREASES,
EXTENDED SCHEDULE DELAYS, AND PERFORMANCE PROBLEMS

In terms of acquisition reform, FAA has made progress in reducing the time it
takes to award contracts, but the agency has not held managers accountable or used
the benefits of acquisition reform to control cost and schedule slips. We found that
cost growth, schedule delays, and performance problems continue with 9 FAA’s
major acquisitions. Overall, the 20 projects we reviewed have experienced cost
growth of about $4.3 billion (from $6.8 billion to $11.1 billion) and schedule slips
of 1 to 7 years.

Billion dollar cost growth with acquisitions is not sustainable or affordable in light
of declining trust fund revenues. Moreover, FAA is just starting complex, billion dol-
lar efforts while continuing to fund projects that have been delayed for several
years. If FAA does not exercise more management control over its acquisitions, ex-
isting projects will be delayed further, and new projects may not start as planned.

FAA must take a number of steps to control costs of acquisitions and get as much
as it can with each acquisition dollar. We recommended FAA update the cost, sched-
ule, and performance baselines for many of its major acquisitions. Those baselines
are misleading because they do not accurately reflect the true cost, schedule, or per-
formance parameters of the projects. This process may require FAA to establish a
new strategy that accelerates some projects and defers others.

FAA NEEDS TO STRENGTHEN CONTROLS OVER PROGRAMS THAT HAVE BEEN SUSCEPTIBLE
TO FRAUD, WASTE, AND ABUSE

Our work has also found that FAA has not followed sound business practices for
administering contracts. We have consistently found a lack of basic contract admin-
istration at every stage of contract management, from contract award to contract
closeout. For example, we found that Government cost estimates were prepared by
FAA engineers, then ignored; prepared using unreliable resource and cost data; pre-
pared by the contractor (a direct conflict of interest); or not prepared at all. To pro-
tect the Government’s interests, FAA needs to hold managers accountable and ad-
here to the basic principles of contract oversight and administration.

We also found that FAA’s Workers’ Compensation Program continues to be subject
to fraud and abuse, in terms of both stress-related claims and long-term injury
claims. For example, we investigated one case of an FAA employee who received
over $397,000 in workers’ compensation claims over a 5-year period after allegedly
falling out of a chair and injuring his back. While receiving those benefits, the indi-
vidual obtained a pilot’s license and was employed as a pilot at various organiza-
tions.

Workers’ Compensation is also an area that could benefit from Government-wide
improvements. One issue we previously identified is the number of claimants who
continue to receive workers’ compensation benefits long after they are eligible to re-
ceive retirement benefits. For example, in 2001 for FAA alone, there were nearly
1,500 claimants over the age of 60 who were still receiving workers’ compensation
benefits. In fact, there were 218 claimants still receiving workers’ compensation ben-
efits who were 80 years old or older.

Converting claimants from workers’ compensation benefits to retirement benefits
after they reach retirement age could result in significant savings Government-wide.
However, changes of this magnitude would clearly require legislative actions.

Lastly, FAA needs to remain vigilant in its oversight of airport revenue diver-
sions. Airports that receive Federal grants are required to put any revenue gen-
erated at the airport back into the airport operating or capital funds in order to
minimize Federal assistance. Any other use of the revenue is considered a diversion.
Examples of common revenue diversions include airport sponsors or local govern-
ments (1) charging the airport for property or services that were not provided, or
(2) renting airport property at less than fair market value.

At a time when airports are continuing to look for new ways to fund their oper-
ations, we continue to find cases of airport revenue diversion. For example, at a
sample of five airport sponsors reviewed, we found approximately $40.9 million in
potential revenue diversions that were not detected by FAA’s primary oversight
methods. Since we completed our fieldwork, the American Institute of Certified Pub-
lic Accountants and FAA have taken steps to better inform independent auditors
about requirements for reviewing airport revenue use during single audits. In our
opinion, those actions should improve FAA’s ability to detect and prevent airport
revenue diversions. However, to ensure that revenue diversions that occurred are
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resolved, FAA needs to verify the status of the $40.9 million in potential revenue
diversions that we identified and seek recoveries as necessary.

MARAD

In the last 5 years, MARAD’s Title XI Loan Guarantee Program has experienced
an increase in loan defaults and in the number of firms with loan guarantees filing
for bankruptcy protection. Since 1998, nine loans have defaulted, totaling approxi-
mately $490 million, six of which have occurred since December 2001. The bank-
ruptcy of one firm affected over one quarter ($1.3 billion out of $4.9 billion at the
time of default) of the value of MARAD’s Title XI loan guarantee portfolio.1t

MARAD needs to improve administration and oversight in all phases of the Title
XI loan process. During a recent audit, we identified a number of areas where
MARAD could improve its Program practices, limit the risk of default, and reduce
losses to the Government. For instance, in approving applications, MARAD agreed
to waivers and modifications to Program financial requirements without adequate
compensating provisions to reflect the increased risk to the Government. MARAD
also lacked a formal process for closely monitoring the financial condition of bor-
rowers and did not systematically monitor the physical condition of guaranteed as-
sets.

WE ALSO NOTE THAT PUBLIC LAW 108—11, MAKING EMERGENCY WARTIME
SUPPLEMENTAL

Appropriations for the fiscal year ending September 30, 2003, appropriated $25
million to MARAD for new loan guarantees. Before these funds can be obligated
(these funds would likely guarantee loans with a face value of about $400 million),
the law mandates that MARAD implement the recommendations in our report and
that we certify to the Congress that our recommendations have been met. We are
working with MARAD to analyze the new processes that it has proposed putting in
place, and we will audit MARAD’s compliance with the new processes once they are
in use.

AMTRAK

We are including a brief discussion of Amtrak because even Federal funding levels
of $1 billion a year are not going to solve the fundamental problem: the current Am-
trak model is broken. The problem extends beyond funding to questions of who
makes the decisions about and who controls the provision of service, including com-
muter service. The status quo pleases no one; it will require significant increases
in funding just to maintain it; and it will not meet the mobility needs of this country
in the years ahead.

Although Amtrak has received about $1 billion in annual Federal assistance dur-
ing the past 6 years, the general state of Amtrak’s infrastructure and rolling stock
continue to deteriorate. Amtrak’s deferred capital investment is estimated at about
$6 billion. Except for a handful of routes, the system continues to suffer operating
losses on all services offered. In fact, the fully allocated losses on some trains (in-
cluding depreciation and interest) can exceed $500 per passenger. For the company
as a whole, annual cash operating losses have averaged $600 million for the last
6 years and are estimated to range between $700 million and $800 million over the
next 5 years.

OPERATING LOSS CASH LOSS

Amtrak has requested $1.8 billion for fiscal year 2004 in order to begin to address
the capital backlog and to cover its large cash operating losses. The administration
has requested $900 million for Amtrak for fiscal year 2004.

That concludes my statement, Mr. Chairman. I would be pleased to address any
questions you or members of the committee might have.

[Supplemental information submitted for the record by the U.S.
Department of Transportation follows:]
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SUPPLEMENT TO THE TESTIMONY GIVEN BY HON. KENNETH M. MEAD, INSPECTOR
GENERAL, U.S. DEPARTMENT OF TRANSPORTATION

OPPORTUNITIES TO REDUCE COSTS AND IMPROVE THE EFFECTIVENESS OF DEPARTMENT
OF TRANSPORTATION PROGRAMS FEDERAL HIGHWAY ADMINISTRATION AND FEDERAL
TRANSIT ADMINISTRATION

In fiscal year 2004, the Federal Highway Administration (FHWA) requested $30.2
billion (all from the Highway Trust Fund) for grants to States and local govern-
ments to build and repair highways and to reduce highway injuries and fatalities.
These investments facilitate economic growth, increase mobility, and improve safety.
For fiscal year 2004, the Federal Transit Administration (FTA) requested $7.2 bil-
lion ($5.9 billion from the Highway Trust Fund and $1.3 billion from the General
Fund) for grants to transit operators, and to State and local governments to con-
struct transit facilities and purchase transit equipment.

However, Highway Trust Fund tax receipts have fallen from $39.3 billion in fiscal
year 1999 to $31.5 billion in fiscal year 2001, a 20 percent decline. Current esti-
mates show that between fiscal year 2003 and fiscal year 2006, Highway Trust
Fund tax revenues will be about $18 billion less than projections made in April
2001, and are not expected to return to the fiscal year 1999 level until fiscal year
2008.

Whether funds are lost to cost overruns, schedule delays, or fraud, the result is
the same—fewer resources are available for important transportation projects. To il-
lustrate, if the efficiency with which the $500 billion invested by the Federal Gov-
ernment and States over the last 6 years on highway projects had been improved
by only 1 percent, an additional $5 billion would be made available—enough to fund
4 of the 15 active major highway projects.

Figure 1

Actual and Projected Highway Trust Fund Tax Revenue
Includes Highway and Transit Accounts
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Although proposals have been made to increase funding for Federal-aid Highways,
and these proposals may have merit, we believe considerably more can and should
be done to stretch Federal dollars by ensuring that funds are spent cost effectively.
The key issue for FHWA and FTA is ensuring that major projects are delivered on
time, on budget, and free from fraud. Secretary Mineta has emphasized improving
oversight and has fully supported our work to identify ways to get better value for
the Federal investment. We have identified a number of ways, based on our audit
and investigative work, that FHWA and FTA could do a better job. These are:

MAKING BETTER USE OF AVAILABLE FUNDS

¢ FHWA must be more vigilant in identifying and redeploying funds sitting idle
on inactive projects. Our work has identified $238 million in funds no longer associ-
ated with valid projects or liabilities. Of this amount, $54 million had been idle for
16 years on a freeway project in Connecticut that had never been started. Funds
on inactive projects should be redeployed to active projects.
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STRENGTHENING PROJECT MANAGEMENT OF FEDERALLY FUNDED HIGHWAY AND TRAN-
SIT PROJECTS TO MINIMIZE SIGNIFICANT COST INCREASES, FINANCING PROBLEMS,
SCHEDULE DELAYS, AND TECHNICAL OR CONSTRUCTION DIFFICULTIES

¢ Unreliable cost estimates on major highway and transit projects have led to
substantial cost increases in the long-run. We found the Virginia Department of
Transportation (VDOT) understated project cost estimates by $236.5 million on the
Springfield Interchange project, or 35 percent, by not including estimates for some
known and planned costs.

e In 2002, Maryland officials managing the Wilson Bridge project did not adopt
a value engineering proposal to change from one type of girder to another. At our
request, FHWA advised the State to more objectively reexamine the proposal.
Project officials accepted it as a design change and saved $59 million.

« FHWA and FTA should ensure that master schedules that tie together the work
of all the contractors and identify and track the costs of labor, material, and equip-
ment resources required to complete each task are used on major projects and are
based on accurate and reliable data.

¢ FHWA had not ensured that the Central Artery/Tunnel project in Boston took
aggressive action to recover costs of design errors or omissions caused by engineer-
ing consultants. Eight years of cost recovery efforts have led to only $30,000 in re-
coveries from a single consultant—less than one-tenth of 1 percent of the amount
in question.

¢ Finance plans that identify cost, schedule, funding, and risks to projects are not
usually required for projects costing under $1 billion, although such projects can
also burden a State’s management resources.

« State plans, which are representations to the taxpayers of how the States in-
tend to use the taxpayers’ money to meet their transportation needs, are not always
realistic. We found that of the 152 interstate, primary, and urban construction
projects in one State’s plans for 1994-2000, 30 percent were started on time, 57 per-
cent were delayed, and 13 percent were eliminated primarily due to understated
cost estimates that led to insufficient funding.

« FHWA lacks the expertise to effectively oversee major projects and State man-
agement processes and should restructure its staffing mix to bring the right set of
skills to bear on oversight activities.

PREVENTING FRAUD AND INCREASING REVENUE COLLECTIONS

¢ During the last 4% years, fraud indictments have tripled, convictions have dou-
bled, and monetary recoveries have totaled more than $80 million.

* Fuel tax fraud may drain the Highway Trust Fund of an estimated $1 billion
annually, which can be mitigated with strengthened enforcement and investigative
efforts to increase tax collections.

The demand for highway and transit funds remains great. The Department esti-
mates that a $75.9 billion average annual capital investment from all levels of gov-
ernment will be required through 2020 to maintain the condition and performance
of the Nation’s highways and bridges at the 2000 level, and a $14.8 billion average
annual investment will be required to maintain transit assets at the 2000 level. To
expand system capacity and improve the condition of these assets, annual average
investment requirements would increase to $106.9 billion for highways and bridges
and $20.6 billion for transit. All of these investment projections are significantly
above Federal, State, and local annual capital spending levels for highway, bridge,
and transit investments in the last 6 years.

We have reviewed a number of large projects that stand as examples of good
project management: projects such as Utah’s I-15; New Jersey’s Hudson Bergen
Light Rail project; and California’s Alameda Corridor. In contrast, we have reviewed
projects in which management and oversight were ineffective, leading to significant
cost increases, financing problems, schedule delays, and/or technical or construction
difficulties. These projects include the Central Artery in Boston, MA; the Woodrow
Wilson Bridge in the Washington, DC area; the Springfield interchange in Virginia;
the Tren Urbano transit system in Puerto Rico; and the Los Angeles Metro Red Line
and the San Francisco Bay Area Rapid Transit (BART) Airport Extension in Cali-
fornia. In each of those cases, project management has agreed to take action to cor-
rect the deficiencies we reported. Many of these problems, as noted below, resulted
from unreliable cost estimates; a not using proven management tools, such as fi-
nance plans and master schedules; and weaknesses in Federal oversight.

Redeploying millions of dollars in idle funds to other projects. FHWA must be
more vigilant in identifying funds that are no longer needed by States. These funds,
sitting idle on inactive projects, can be used to fund active projects. In 2001, we
found $238 million in funding that was obligated but never spent on specific projects
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that should have been redeployed to other projects. Of this amount, $54 million had
been sitting idle for 16 years on a freeway project in Connecticut that had not been
constructed. The funds were subsequently de-obligated and used for other valid
transportation projects or returned to the U.S. Treasury.

Preparing reliable cost estimates. One problem we have seen repeatedly is that
cost estimates on major highway and transit projects have been unreliable and have
resulted in substantial cost increases in the long-run. The most recent example of
this problem occurred on the Springfield Interchange project. We found that the Vir-

inia Department of Transportation (VDOT) understated project cost estimates by
%1236.5 million, or 35 percent, by not including some known and planned costs, such
as $43 million for preliminary engineering and design and $44 million for inflation.
In addition, the baseline estimate for this project was prepared using design plans
that were only 15-20 percent complete, which is far too early in the design to
produce reliable estimates. VDOT agreed with our findings and has incorporated
previously omitted costs in the project’s $676.5 million budget. We also found unreli-
able cost estimates on the BART project. Our April 2000 report noted that the
project’s cost had increased by $316 million over the initial cost estimate.

As a result of finance plan requirements, FHWA has issued minimum cost esti-
mating standards for projects costing $1 billion or more. Yet for the vast majority
of projects, those costing less than $1 billion, FHWA has not established minimum
cost estimating standards. In response to our recommendation, FHWA plans to
issue draft cost estimating guidance for projects below $1 billion by August 2003.

Implementing the most cost-effective projects and engineering alternatives. To
maximize the return on transportation investments, the Federal Government could
do more to help project sponsors identify more cost-effective solutions both when
analyzing alternatives when defining the specific project characteristics. Based on
reviews of alternatives during the project development process, the Miami-Dade
Transit Agency expanded its existing busway system after determining that a heavy
rail system would have cost 10 times as much to build, and a light rail system
would have cost 4 times as much. In the testimony before the House Appropriations
Committee, Subcommittee on Transportation, Treasury, and Related Agencies, in
April 2003, the FTA Administrator discussed FTA’s plans to help project sponsors
make decisions based on cost-benefit analyses.

FHWA’s value engineering (VE) program, established in 1997, requires that a
study be performed on all Federal-aid National Highway System projects with an
estimated cost of $25 million or more and on other projects where using VE has a
high potential for cost savings. According to FHWA'’s fiscal year 2001 Annual Fed-
eral-aid VE Summary Report, the latest report available, the States’ VE studies in-
cluded 2,013 recommendations estimated to save $2.4 billion. FHWA and the States
approved about 50 percent of the recommendations made in fiscal year 2001, saving
approximately $865 million, or 36 percent of the total value of VE recommendations.

For example, in 2002 Maryland officials who manage the Wilson Bridge project
decided not to adopt a VE proposal to change from one type of girder to another.
Maryland officials claimed that the VE proposal would cause significant delays that
could result in additional costs. However, we conducted a review and found that the
proposal was technically feasible and would not result in a cost increase or delay
the schedule. After FHWA advised the State to more objectively reexamine the VE
proposal, project officials accepted it as a design change and saved $59 million.

Recovering overpayments and resolving construction claims promptly. Change or-
ders to contracts are initiated by the project or contractors in response to changes
in the project’s scope or differing site conditions. However, some change orders are
a result of design errors or omissions caused by consultant engineers. Recovering
funds paid on these change orders offers an opportunity to reduce project costs,
which benefits the Federal and State governments. Maintaining tight control over
change orders and promptly resolving outstanding construction claims are key in
controlling project costs. For example, the Central Artery/Tunnel project (the
project) in Boston might be able to reduce project costs by aggressively pursuing op-
poi*tunities to recover costs of design errors or omissions caused by engineering con-
sultants.

To date, the project’s cost recovery efforts have been anemic. First, 8 years of cost
recovery efforts have led to only $30,000 in recoveries from a single consultant—
less than one-tenth of 1 percent (.056 percent) of the amount in question. Further-
more, the project has 295 unresolved change orders, valued at $188 million, of which
76 have been outstanding for 2-7 years. Finally, the project has 3,200 unresolved
claims totaling about $1 billion and has reserved $633 million or 63 percent of the
total exposure to cover the cost of settlements.

Preparing finance plans to identify cost, schedule, funding, and risks to the project.
Finance plans are not usually required for highway projects costing under $1 billion,
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although such projects can also burden a State’s management resources. A finance
plan is a vital management tool that provides project managers and the public with
information on how much a project is expected to cost, when it will be completed,
whether adequate funding is committed to the project, and whether there are risks
to completing the project on time and within budget.

Our work has shown that adding a legislative provision in TEA-21 requiring fi-
nance plans for projects costing more than $1 billion was a wise decision on the part
of Congress. FHWA reviews and approves those plans and should continue to do so.
In our opinion, finance plans should be prepared for projects costing $100 million
or more, and responsibility for approving those plans should be delegated to the
States, with the Secretary reserving the right to review any plan. If States plan to
spend $100 million or more of taxpayer money, it is reasonable to require them to
develop an approved finance plan that identifies project costs, milestones, and fund-
ing sources. The Department has incorporated this new requirement in its reauthor-
ization proposal.

Ensuring that statewide plans properly represent to the taxpayers how funds will
be spent. State plans are representations to the taxpayers of how the States intend
to use the taxpayers’ money to meet their transportation needs and identify the
projects that will be funded, their costs, schedules, and funding sources. However,
these plans are not always realistic. For example, we found that of the 152 inter-
state, primary, and urban construction projects in one State’s plans for 1994-2000,
30 percent were started on time, 57 percent were delayed, and 13 percent were
eliminated. One reason this occurred was that cost estimates included in the plan
understated the actual cost of the projects, making the funding identified for the
overall highway construction program insufficient. Despite these problems, FHWA
had approved the plans.

Refocusing FHWA efforts on project management and financial oversight. The fail-
ure to properly oversee States’ project management practices has contributed to in-
creased project costs. Our work has disclosed that until recently, FHWA managers
rarely focused on program and major project management and financial oversight.
FHWA took a partnership approach in exercising its oversight role of Federal-aid
Highway projects, with FHWA channeling money for highways to the States and
working with State highway personnel to administer highway contracts. This part-
nership is important, but it is equally important that FHWA be willing to step back
and make the hard calls when necessary. For example, at the time the Central Ar-
tery announced a $1.4 billion cost increase in 2000, FHWA had approved thousands
of engineering design changes. Nonetheless, FHWA was caught unaware when the
cost increase was announced, even though it had just approved the project’s finance

an.

Today’s highway projects require professional competencies in emerging tech-
nologies, financing, cost-estimating, program analysis, environmental processes, and
schedule management. Yet, FHWA’s expertise in these areas is limited because its
workforce is structured primarily around engineering skills that were in greater de-
mand during construction of the interstate system. Of FHWA’s workforce of 2,860
employees, 1,130 or approximately 40 percent, are highway engineers. Yet, in the
remaining 60 percent, or 1,730 employees, specialists skills needed to oversee State
management processes are in short supply. For example, FHWA employs 88 finan-
cial specialists, who primarily perform financial management tasks internal to
FHWA, rather than analyzing project finance plans and evaluating State financial
management processes. Accordingly, FHWA should restructure its staffing mix to
bring the right set of skills to bear on oversight activities. This is not to suggest
FHWA needs more staff. A strategy for achieving a more multi-disciplinary ap-
proach to oversight activities within current staffing levels could include a mix of
actions such as:

¢ Hiring staff with private sector project management skills, that is, financing,
program analysis, and cost estimating; and

¢ Streamlining and delegating project-level approvals to the States so that staff
time can be refocused on overseeing program-level management and financial
issues.

Detecting and preventing fraud. Fraud in highway and transit construction
projects remains a significant concern, although it has not reached the levels experi-
enced in the 1960s and 1970s. During the last 4%2 years, highway and transit-re-
lated fraud indictments have tripled, convictions have doubled, and monetary recov-
eries have totaled more than $80 million. We currently have over 100 ongoing inves-
tigations of infrastructure projects or contracts. Fraud schemes that we are com-
monly seeing today include bid-rigging and collusion among contractors; false claims
for work or materials not provided on the project; product substitution by contrac-
tors or vendors who provide substandard or inferior materials; bribery of inspectors
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to look the other way on poor quality work or materials; failure by contractors to
pay workers required prevailing wages; and fraud against the Disadvantaged Busi-
ness Enterprise (DBE) Program for minority and women contractors.

We have found that DBE fraud is an area with serious enforcement and compli-
ance problems, and requires more attention. Our work has disclosed that compliance
problems with DBE Program regulations appear to be nationwide in scope with over
30 ongoing investigations in 16 States. This type of fraud typically involves prime
contractors who conspire with “false front” DBE firms to fraudulently meet required
DBE participation criteria in order to obtain contracts. In such cases, DBEs either
do not perform the work or yield total control of personnel and operations to the
prime contractors. This crime defrauds the integrity of the DBE program and harms
legitimate DBEs who abide by the law.

In June 2003, as a result of its role in a DBE fraud scheme, a California concrete
company operating as a DBE in the San Francisco Bay area, agreed to forfeit $1
million and accepted a voluntary 2 year exclusion from seeking contracts on DOT
funded projects, as well as contracts with the City of San Francisco and the State
of California. The company and its principals will also refrain from applying for any
DBE certifications for 5 years.

Debarment-Debarment is one administrative tool that can be used to protect the
government’s interest against fraud on transportation projects. Under current regu-
lations, the Operating Administrations have wide discretion in determining whether
or not to debar convicted contractors who, even though they have been convicted of
defrauding Federal-aid projects, are also allowed to appeal debarments at any time.
For example,

e In 2001 three major construction companies in the New York City area, co-
owned by the Scalamandre brothers, pled guilty to felony fraud charges involving
payoffs to organized crime to influence labor unions on FHWA-funded road projects.
Because debarment is not mandatory under the current Federal-aid rules, it took
over 6 months after conviction to obtain a 3-year debarment. Now, one year after
debarment, the companies are appealing to FHWA to lift their debarment. Should
FHWA turn down this appeal, the companies can file subsequent appeals with
FHWA burdening the agency by requiring it to invest additional time and legal re-
sources to defend its action. At our recommendation, the Department has proposed
language in its highway reauthorization proposal to make debarment mandatory
and final when a contractor is convicted of fraud.

Sharing Federal recoveries with States. States are the first line of defense in pre-
venting and detecting fraud in transportation projects. Since State programs are the
first to be damaged by fraud, allowing States to share in Federal monetary recov-
eries would help to restore their programs and provide support for further fraud de-
terrence and detection efforts. However, States normally do not receive a portion of
any monies recovered in successful fraud prosecutions because fines and recoveries
from Federal case judgments must be returned to the Federal Treasury unless a
judge determines otherwise or the law is changed to allow States to share in Federal
fines and recoveries. For example:

* Recently, the United States and Louisiana shared a $30 million recovery stem-
ming from a civil settlement with Contech Construction Products, Inc., and Ispat-
Inland, Inc. involving product substitution fraud. The companies substituted sub-
standard polymer-coated steel culvert pipe used in highway and road construction
projects in Louisiana from 1992-97. Under the settlement agreement, the State of
Louisiana received $5.2 million to compensate for the cost of the investigation and
losses due to the product substitution, and another $5.4 million as a credit to its
unobligated FHWA balance for use on future projects.

Increasing revenue collections. Although the exact loss is difficult to quantify,
FHWA estimates that fuel tax fraud drains the Highway Trust Fund of an esti-
mated $1 billion annually, which can be mitigated with strengthened enforcement
and investigative efforts to increase tax collections. For example:

¢ Cross-border bootlegging of fuel typically occurs when bordering States have a
significant difference in their motor fuel tax rates. Bootleggers profit from the dif-
ference between the taxes charged in low-tax and high-tax jurisdictions by pur-
chasing fuel—and paying the associated tax—in a low-tax jurisdiction, and then
smuggling the fuel into a high-tax jurisdiction where they sell it and pocket the dif-
ference in taxes. The Federal tax code restricts the Internal Revenue Service’s abil-
ity to share taxpayer information with all State and Federal agencies having an in-
terest in the information, which makes it extremely difficult to investigate this
crime.

At the Federal level, aviation “jet” fuel tax evasion is an area several independent
petroleum industry analysts allege is possibly costing billions of dollars of lost tax
revenues, and which requires further examination. Tax evasion opportunities exist,
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in part, because jet fuel is sold tax-free to wholesalers and is not taxed until sold
to an end user such as an airline. Taxing jet fuel at the terminal rack! would bring
it into conformity with Federal gasoline and diesel fuel taxes and could help reduce
this evasion opportunity. For example, according to a recent KPMG Consulting anal-
ysis, on year after Florida began taxing aviation fuel at the rack in 1996 it experi-
enced a 21.4 percent increase in aviation fuel tax collections. While Florida’s experi-
ence is not conclusive, it does illustrate the potential to increase tax collections by
moving the point of taxation to the rack and reducing tax evasion opportunities.

FEDERAL AVIATION ADMINISTRATION

For fiscal year 2004, the Federal Aviation Administration’s (FAA) budget request
is $14 billion, which is 26 percent of DOT’s budget, representing a 3 percent in-
crease above the fiscal year 2003 appropriations of $13.6 billion. FAA’s budget re-
quest exceeds projected Aviation Trust Fund revenues in fiscal year 2004 by over
$3 billion. In fact, projected tax receipts to the Aviation Trust Fund for fiscal year
2004 have dropped from approximately $12.6 billion estimated in April 2001 to
about $10.2 billion estimated in February 2003.

Over the next 4 years (fiscal year 2004 through fiscal year 2007), Aviation Trust
Fund tax revenues are expected to be about $10 billion less than projections made
in April 2001. Assuming no new taxes or fees, this shortfall will have to be made
up either by drawing down the uncommitted balance of the trust fund or tapping
the General Fund.

Figure 2
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In 1996, Congress acted to make FAA a performance-based organization by giving
the agency two powerful tools—personnel reform and acquisition reform. The expec-
tation was that, being relieved from government personnel and procurement rules,
FAA would operate more like a business—that is, services would be provided to
users cost effectively and air traffic control modernization programs would be deliv-
ered approximately on time and within budget.

Seven years later, we do not see sufficient progress toward achieving those out-
comes. FAA’s budget has grown from $8.2 billion in fiscal year 1996 to $14 billion
in fiscal year 2004—an increase of $5.8 billion, or over 70 percent. About 33 percent
of this increase was a result of higher airport funding, and about 15 percent was
a result of increases in FAA’s modernization budget, but the largest portion of this
increase (52 percent) was attributable to FAA’s operating budget. During this pe-
riod, we have also seen large cost overruns and schedule slips in FAA’s major acqui-
sitions. Continued growth of that magnitude is unsustainable, given the multibil-
lion-dollar declines in projected Aviation Trust Fund receipts, and greater depend-
ence of FAA on the General Fund.

1The Tax Reform Act of 1986, effective January 1, 1988, changed the point of taxation for
gasoline tax collection from the wholesaler/distributor to the fuel terminal (or “rack”), which is
the last “bulk storage” point in the distribution chain. The Omnibus Budget Reconciliation Act
of 1993, effective January 1, 1994, similarly changed the point of taxation for diesel fuels from
the wholesaler/distributor to the fuel terminal (or “rack”).
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FAA’S SPIRALING OPERATING COSTS ARE UNSUSTAINABLE AND NEED TO BE BROUGHT
UNDER CONTROL

« FAA operating costs, which are primarily payroll, have increased 65 percent
since personnel reform. Much of the increase has been as a result of workforce cost
increases negotiated under FAA’s personnel reform authority.

¢ Although linking pay and performance was a key tenet of personnel reform,
only about 36 percent of FAA employees receive pay increases based on individual
performance.

* FAA has not implemented a cost accounting system and labor distribution sys-
tem for measuring the costs and productivity of its activities and workforce.

¢ FAA needs to take advantage of existing opportunities to reduce costs, such as
consolidating flight service station operations which could save FAA $500 million
over 7 years.

FAA’S MAJOR ACQUISITIONS CONTINUE TO EXPERIENCE LARGE COST INCREASES,
EXTENDED SCHEDULE DELAYS, AND PERFORMANCE PROBLEMS

* Fourteen of 20 major acquisitions that we track have experienced substantial
cost growth totaling more than $4.3 billion, which is more than an entire year’s
budget for FAA’s modernization account.

¢ Thirteen of those 20 acquisitions have experienced schedule slips of up to 7
years.

¢ Many projects—both old and new—do not have reliable cost and schedule base-
lines. As a result, FAA cannot effectively plan, manage programs, or meet expecta-
tions for improving the safety and efficiency of the National Airspace System.

¢ Billion dollar cost growth with acquisitions is not sustainable given there are
several multi-billion, complex projects just getting started. FAA must fund these
projects while at the same time funding projects that have been delayed for several
years.

FAA needs to strengthen controls over programs that have been susceptible to
fraud, waste, and abuse.

¢ FAA has not followed sound business practices for administering contracts. We
found every stage of contract management, from contract award to closeout, was de-
ficient, and lacked basic principles of sound contract administration.

1- We found significant indications of abuse involving workers’ compensation
claims.

* At 5 airports sampled, we found approximately $40.9 million in potential air-
port revenue diversions that were not detected by FAA’s primary oversight methods.

FAA’S SPIRALING OPERATING COSTS ARE UNSUSTAINABLE AND NEED TO BE BROUGHT
UNDER CONTROL

Although Congress envisioned that personnel reform would result in more cost-
effective operations, this has not happened. To date, the most visible results of per-
sonnel reform are increased workforce costs. While labor/management relations with
controllers (FAA’s largest workforce) have improved, FAA’s operating costs, which
are primarily payroll, have increased by $3 billion, going from $4.6 billion in fiscal
year 1996 to $7.6 billion in fiscal year 2004—an increase of over 65 percent.

Much of that increase has been a result of salary increases negotiated under per-
sonnel reform. The new pay system for controllers was a significant cost driver. Be-
tween 1998 (when the new system was implemented) and 2003, the average base
pay for controllers has increased 47 percent. This compares to an average salary in-
crease for all other FAA employees during the same period of about 32 percent. Al-
though linking pay and performance was a key tenet of personnel reform, only about
36 percent of FAA employees receive pay increases based on individual performance.
The remainder of FAA employees receives largely automatic pay increases.

We also found that FAA and the National Air Traffic Controllers Association
(NATCA), FAA’s largest union, have entered into hundreds of side bar agreements
or memoranda of understanding (MOUs) outside the national collective bargaining
agreement. These agreements cover a wide range of issues such as implementing
new technology, changes in working conditions and(as a result of personnel re-
form(compensation, bonuses, and benefits.

While many of the agreements we reviewed serve legitimate purposes, we found
some that had significant cost and/or operational impacts on FAA. For example,

» As part of the controller pay system, FAA and NATCA entered into a national
MOU providing controllers with an additional cost of living adjustment. As a result,
at 111 locations, controllers receive between 1 and 10 percent in “Controller Incen-
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tive Pay,” which is in addition to government-wide locality pay. In fiscal year 2002,
the total cost for this additional pay was about $27 million.

We also reviewed a number of MOUs that provided controllers with salary in-
creases that, in our opinion, were neither justified nor in the best interest of the
government. For example:

¢ One MOU we reviewed allows controllers transferring to larger consolidated fa-
cilities to begin earning the higher salaries associated with their new positions sub-
stantially in advance of their transfer or taking on new duties. At one location, con-
trollers received their full salary increases 1 year in advance of their transfer (in
some cases going from an annual salary of around $54,000 to over $99,000). During
that time, they remained in their old location, controlling the same air space, and
performing the same duties.

Some MOUs we reviewed provided large incentives to controllers for simply re-
ceiving training on new systems. For example:

¢ One MOU for a new software enhancement for controllers gave each controller
a $500 cash award and a 24-hour time-off award for meeting certain training mile-
stones on the new system. The MOU contained no distinction of awards for indi-
vidual contributions other than coming to work and attending training. In fact, at
two locations, 11 controllers received the total $500 cash award and 16 controllers
received the 24 hours of time-off even though they were on detail, on military leave,
medically disqualified, or on workers’ compensation.

We estimate that at six facilities alone this MOU resulted in FAA incurring ap-
proximately $1.3 million in individual cash awards and 62,500 hours in time off. If
a similar agreement were to be reached for the next 14 sites scheduled to receive
the new software, we estimate FAA could incur $53 million in additional overtime
costs,d over $3 million in cash awards, and an additional 145,000 hours of time-off
awards.

We found controls over the MOU process were inadequate. For example, at the
time of our review there was:

¢ No standard guidance for negotiating, implementing, or signing MOUs;

¢ Broad authority among managers to negotiate MOUs and commit the agency;

¢ No requirement for including labor relations specialists in negotiations;

¢ No requirement for estimating potential cost impacts prior to signing the agree-
ment; and

* No system for tracking MOUs.

Because of the significant control weaknesses, we briefed the FAA Administrator
about our concerns in January 2003—two months after initiating this review. FAA
has moved expeditiously to address this issue. For example, FAA is now in the proc-
ess of identifying those MOUs that are problematic or costly and has begun cor-
respondence with NATCA to reopen several agreements. FAA has also issued new
procedures for MOUs, which include limiting approval authority and requiring that
both the Human Resources and Budget divisions review proposed MOUs before they
are signed by management. These are clearly steps in the right direction.

Cost accounting and labor distribution systems. To effectively control costs, FAA
needs accurate cost accounting and labor distribution systems. At the direction of
Congress, FAA began developing its cost accounting system in 1996, which was esti-
mated at that time to cost about $12 million and to be completed in October 1998.
Now, after nearly 7 years of development and over $38 million, FAA still does not
have an adequate cost accounting system, and it expects to spend at least another
$7 million to deploy the cost accounting system throughout FAA.

Although FAA’s cost accounting system is producing cost data for two of its lines
of business, which, according to FAA, represent 80 percent of the agency’s costs, it
still does not report actual costs for each facility location. For example, for the Ter-
minal Service in fiscal year 2001, about $1.3 billion of $2.4 billion was reported in
lump sum totals and not by individual facility locations. FAA cannot credibly claim
to be a performance-based organization, nor can it function as one, until it has an
effective cost accounting system.

FAA also needs an accurate labor distribution system to track the costs and pro-
ductivity of its workforces. For example, there has been much discussion as to what
extent overtime costs are being driven by staffing levels, but those questions cannot
be credibly answered until FAA has an accurate labor distribution system.

Cru-X is the labor distribution system FAA chose to track hours worked by air
traffic employees. As designed, Cru-X could have provided credible workforce data
for addressing controller concerns about staffing shortages, related overtime expend-
itures, and how many controllers are needed and where. That information, in turn,
is especially important, given projections of pending controller retirements.

However, an agreement between FAA and the controllers’ union has removed
many of the internal control features of Cru-X including features that record the ac-
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tual start and stop times worked by controllers. In fact, under provisions of the
agreement, Cru-X would automatically sign controllers in and out of their work
shifts even if they were not there. It also strips the system’s ability to track the
amount of time controllers spend actually controlling traffic and performing other
collateral duties.

Given the fiscal constraints facing FAA, the availability critical, reliable, and com-
petent data to make informed decisions about the agency’s basic day-to-day oper-
ations must be an imperative for FAA. FAA needs to redouble its efforts to have
a fully functional cost accounting and labor distribution system in place and oper-
ating. We are encouraged by FAA’s response to our June 3, 2003 assessment of its
cost accounting system in which the agency agreed to have both its cost accounting
and labor distribution systems in place and operating by September 30, 2004. FAA
also agreed to make successful implementation of both systems a precondition to
senior executives and program managers receiving annual bonuses.

Other opportunities to save costs. There are also opportunities for FAA to save gov-
ernment funds while maintaining safety and system efficiency. For example, we es-
timated FAA could realize cost savings of nearly $500 million over 7 years without
reducing safety or service by reducing the number of existing automated flight serv-
icef stations by over half in conjunction with deployment of new flight service station
software.

We also identified that FAA could save over $57 million annually by expanding
the contract tower program to 71 visual flight rule towers still operated by FAA.
Clearly, these actions are controversial among certain groups; however, given the
current fiscal issues facing FAA, the agency needs to objectively consider these and
other cost saving measures from a business perspective.

FAA’S MAJOR ACQUISITIONS CONTINUE TO EXPERIENCE LARGE COST INCREASES,
EXTENDED SCHEDULE DELAYS, AND PERFORMANCE PROBLEMS

In terms of acquisition reform, FAA has made progress in reducing the time it
takes to award contracts, but the agency has not held managers accountable or used
the benefits of acquisition reform to control cost and schedule slips.

We recently reported that 14 of 20 major acquisitions that we track have experi-
enced substantial cost growth totaling more than $4.3 billion (from $6.8 billion to
$11.1 billion), which is more than an entire year’s budget for FAA’s modernization
account.2 Also, 13 of the 20 acquisitions have experienced schedule slips ranging
from 1 to 7 years. In addition, many projects—both old and new—do not have reli-
able cost and schedule baselines.

Problems with cost growth, schedule slips, and performance shortfalls have seri-
ous consequences—they result in costly interim systems, a reduction in units pro-
cured, postponed benefits (in terms of safety and efficiency), or “crowding out” other
projects. For example, in fiscal year 2002 alone, FAA reprogrammed over $40 mil-
lion from other modernization efforts (data link communications, oceanic moderniza-
tion, and instrument landing systems) to pay for cost increases associated with the
Standard Terminal Automation Replacement System (STARS)—new controller dis-
plays and related equipment for FAA terminal facilities. As a result, FAA is not get-
ting as much as it can for its acquisition dollar.

Multi-billion-dollar cost growth with major acquisitions is not sustainable or af-
fordable. If FAA does not exercise more management control over its acquisitions,
existing projects will be further delayed, and new projects may not start as planned.
A key focus for FAA must be effective cost control for new projects that are just get-
ting started that are high risk efforts because of their size, complexity, and level
of software development work required such as the En Route Automation Mod-
ernization program. This a complex effort to replace all software and hardware for
facilities that control high altitude traffic and is estimated to cost over $2.1 billion.

FAA must take a number of steps to control costs of acquisitions and get as much
as it can from each acquisition dollars. We recommended FAA update the cost,
schedule, and performance baselines for many of its major acquisitions, including
STARS and the Local Area Augmentation System (a new precision approach and
landing system). Baselines for these and other major acquisitions are misleading be-
cause they do not adequately reflect the true cost, schedule, or performance param-
eters for the project. This process may require FAA to establish a new strategy for
modernizing the National Airspace System that accelerates some projects and defers
others. We also recommended FAA to develop—and use—performance goals for as-

2For additional details, see “Status of FAA’s Major Acquisitions” (Report No. AV-2003-045,
June 26, 2003).
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sessing progress with its major acquisitions. This should involve holding staff and
contractors accountable for keeping projects within cost and schedule.

FAA NEEDS TO STRENGTHEN CONTROLS OVER PROGRAMS THAT HAVE BEEN SUSCEPTIBLE
TO WASTE, FRAUD, AND ABUSE

Contract oversight. Our work has also found that FAA has not followed sound
business practices for administering contracts. We have consistently found a lack of
basic contract administration at every stage of contract management, from contract
award to contract closeout. For example, we found that government cost estimates
were:

e Prepared by FAA engineers, then ignored;

e prepared using unreliable resource and cost data;

e prepared by the contractor (a direct conflict of interest); or

¢ not prepared at all.

In our September 2000 report on the Technical Support Services Contract (with
a potential cost of $875 million), we found that FAA did not control costs by devel-
oping reliable cost estimates for proposed projects. We found that in the majority
of cases, FAA used the contractor’s project cost estimate to set the project’s budget.
We also found that FAA did not evaluate contractor work performance, and nearly
10 percent of the contract personnel reviewed did not meet contract standards for
education and experience.

In November 2002, we found that contract oversight of the National Airspace Sys-
tem Implementation Support Contract (NISC) was seriously inadequate. We con-
cluded that of the 46 active task orders having obligated funds totaling $97 million,
approximately $10 million (10 percent) were in excess of the required amount to
fully fund the task order deliverables. As a result, FAA reprogrammed $5 million
from NISC to meet other agency priorities, and rebaselined NISC task orders to
make better use of the remaining funds.

In our May 2002 report on the oversight of cost reimbursable contracts, we found
that contracting officers exercised little effective oversight, and in most cases, lacked
the basic information needed to properly manage, pay, and close contracts. We found
every stage of contract management was deficient, lacked accountability, and did
not adequately protect FAA from waste, fraud, and abuse. For example:

» For the 54 cost reimbursable contracts totaling $3.6 billion that we selected,
FAA searched for 6 months and could not locate all or significant parts of 22 con-
tract files totaling $274 million.

* For 19 of the 32 contract files FAA found, totaling $585 million, FAA did not
have the required evidence showing the contractor’s accounting system was ade-
quate for cost reimbursable contracts.

» For 22 of the 32 contracts, totaling $2 billion, FAA did not obtain incurred cost
audits as required. One contract for system engineering and integration work on the
National Airspace System Plan had not received annual audits on the $1.1 billion
of costs incurred for over 12 years.

To protect the government’s interests, FAA needs to hold managers accountable
and adhere to the basic principles of contract oversight and administration. FAA
also needs to make greater use of Defense Contract Audit Agency audits and insti-
tute cost control mechanisms for software intensive contracts. In addition, FAA
needs to (1) develop independent cost estimates for proposed projects that allow
FAA to better analyze a contractor’s proposed work plan to ensure that costs are
fair and reasonable, and (2) institute greater controls over evaluating education and
experience qualifications of proposed contractor personnel.

FAA HAS STATED THAT IT WILL TAKE ACTIONS TO ADDRESS THESE CONTRACTOR
OVERSIGHT CONCERNS—THE KEY NOW IS FOLLOW THROUGH

Workers’ compensation. Our review of the workers’ compensation program within
FAA’s Air Traffic Services division found indications of potential fraud and/or abuse
involving stress related traumatic injury claims. At several locations, we found
stress related claims were being filed by controllers who were simply present when
another controller was involved in an operational error (when controllers fail to
maintain minimum separation requirements between aircraft) and did not experi-
ence the error themselves. Further, we found many of the stress related injury
claimants were repeatedly diagnosed by the same doctors. At one facility, we found
that virtually 100 percent of stress-related injury claimants went to the same two
psychologists. These doctors, who distributed their cards at the facility, performed
the same tests on each controller, completed a form letter on the individual, and
specified the necessary time for recuperation. For these services, the doctors re-
ceived payments from the government of up to $500 per claim.
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We have also found cases of fraud involving long-term claimants. For example, we
investigated one case of an FAA employee who received over $397,000 in workers’
compensation claims over a 5-year period after allegedly falling out of a chair and
injuring his back. While receiving those benefits, the individual obtained a pilot’s
license and was employed as a pilot at various organizations. FAA is currently con-
sidering administrative action against the individual pending resolution of this
criminal case.

There are also government-wide improvements that can be made to the Workers’
Compensation Program. One issue we previously identified is the number of claim-
ants who continue to receive workers’ compensation benefits long after they are eli-
gible to receive retirement benefits. For example, in 2001 for FAA alone, there were
nearly 1,500 claimants over the age of 60 who were still receiving workers’ com-
pensation benefits. In fact, there were 218 claimants still receiving workers’ com-
pensation benefits who were 80 years old or older. Converting claimants from work-
ers’ compensation benefits to retirement benefits after they reach retirement age
could result in significant savings government-wide. However, changes of this mag-
nitude would clearly require legislative actions.

Airport revenue diversions. The Airport and Airways Improvement Act of 1982 re-
quires that all airports receiving Federal assistance to use revenues generated at
the airport for the capital or operating costs of the airport. Any other use of the air-
port’s revenue is considered a revenue diversion. Examples of common revenue di-
versions include local governments (1) charging the airport for property or services
that were not provided, or (2) renting airport property at less than fair market
value.

At a sample of five airport sponsors reviewed, we found approximately $40.9 mil-
lion in potential revenue diversions that were not detected by FAA’s primary over-
sight methods. These amounts were not detected because independent auditors of
airport sponsors were not sufficiently aware of relevant Office of Management and
Budget guidance on auditing airport revenue, and airport sponsors were not adher-
ing to FAA requirements for airport financial reports.

Since we completed our fieldwork, the American Institute of Certified Public Ac-
countants (AICPA) and FAA have taken steps to better inform independent auditors
about requirements for reviewing airport revenue use during single audits. In our
opinion, the actions taken by the AICPA and FAA, when fully implemented, should
improve FAA’s ability to detect and prevent airport revenue diversions. However, to
ensure that revenue diversions that occurred are resolved, FAA needs to verify the
status of the $40.9 million in potential revenue diversions that we identified and
seek recoveries as necessary.

MARITIME ADMINISTRATION

Title XI of the Merchant Marine Act of 1936, as amended, established the Federal
Ship Financing Guarantee Program to assist private companies to obtain financing
for the construction of ships or to modernize U.S. shipyards. This program author-
izes the Federal Government to guarantee full payment to the lender of the unpaid
principal and interest of a commercial debt obligation, with the government holding
a mortgage on the equipment or facilities financed.

MARAD NEEDS TO STRENGTHEN FINANCIAL OVERSIGHT OF BORROWERS AND ASSETS

¢ Our recent work found that all phases of the Title XI loan process need im-
provement.

» In the last 5 years, nine defaults totaling $490 million have occurred. One bank-
ruptcy affected over one-quarter of MARAD’s loan portfolio value.

¢ In approving applications, MARAD agreed to waivers and modifications to pro-
gram financial requirements without adequate compensating provisions to reflect
the increased risk to the government.

¢ MARAD lacked a formal process to continually monitor the financial condition
of borrowers and did not systematically monitor the physical condition of guaran-
teed assets or ensure the maximum recoveries from foreclosed assets.

Between fiscal years 1985 and 1987, 129 defaults occurred in the Title XI Pro-
gram, and MARAD paid out approximately $2 billion in guarantees. These defaults
were attributed to a downturn in the economic conditions in two key industries—
oil and agricultural products. The Federal Credit Reform Act of 19903 was estab-
lished, in part, to measure more accurately the costs of Federal credit programs. In

3Public Law 101-508
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the 5 years following implementation of this Act (fiscal years 1993 through 1997),
only three loans defaulted, totaling approximately $12 million.

In recent years, however, the program has experienced an increase in loan de-
faults and in the number of firms with loan guarantees filing for bankruptcy protec-
tion. In the last 5 years, nine loans have defaulted, totaling approximately $490 mil-
lion, six of which have occurred since December 2001. The bankruptcy of one firm
significantly affected the program, although it does not threaten the program’s im-
mediate solvency. That firm’s bankruptcy affected over one quarter ($1.3 billion out
of $4.9 billion at the time of default) of the value of MARAD’s Title XI loan guar-
antee portfolio.

needs to improve administration and oversight in all phases of the Title
XI loan process. During a recent audit, we identified a number of areas where
MARAD could improve its program practices, limit the risk of default, and reduce
losses to the government. Specifically, we recommended that MARAD:

¢ Perform a rigorous analysis of the risks from modifying any loan approval cri-
terli{a and impose compensating provisions on the loan guarantee to mitigate those
risks;

¢ Formally establish an external review process as a check on MARAD’s internal
loan application review and as assistance in crafting loan conditions and covenants;

« Establish a formal process to continuously monitor the financial condition of
borrowers, including requirements for financial reporting over the term of the guar-
antee as a condition of loan approval;

¢ Establish a formal process to continuously monitor the physical condition of
guaranteed assets over the term of the loan guarantee; and

¢ Develop an improved process to monitor the physical condition of foreclosed as-
sets and to recover the maximum amount of funds from their disposal.

MARAD concurred with our recommendations and is designing additional policies
and procedures to strengthen its financial oversight practices. One area where
MARAD could reduce costs is collecting fees from applicants that fully recover the
costs of obtaining an independent analysis of the applications, as we recommended.
These analyses would supplement MARAD’s in-house reviews and provide valuable
third-party expertise and assistance in devising loan packages that reduce the de-
fault and loss risks to the government.

AMTRAK

We are including a brief discussion of Amtrak because even Federal funding levels
of $1 billion a year are not going to solve the fundamental problem: the current Am-
trak model is broken. The problem extends beyond funding to questions of who
makes the decisions about and who controls the provision of service, including com-
muter services. The status quo pleases no one; it will require significant increases
in funding just to maintain it; and it will not meet the mobility needs of this country
in the years ahead.

Although Amtrak has received about $1 billion in annual Federal assistance dur-
ing the past 6 years, the general state of Amtrak’s infrastructure and rolling stock
continue to deteriorate. Amtrak’s deferred capital investment is estimated at about
$6 billion and its annual cash operating losses are expected to range between $700
million and $800 million over the next 5 years. Amtrak has requested $1.8 billion
for fiscal year 2004 to begin to address the capital backlog and to cover its large
cash operating losses. The administration has requested $900 million for Amtrak for
fiscal year 2004.

CONGRESS AND THE ADMINISTRATION NEED TO CONSIDER NEW MODELS FOR PASSENGER
RAIL-FOCUSED ON SHIFTING MORE DECISIONS TO STATES

1-1 The current model is broken: the system is under-funded and perpetually faces
collapse.

¢ Cash losses have increased considerably in the last 2 years and are expected
to exceed $700 million this year.

» The investment backlog is approaching $6 billion.

» The vast majority of routes lose money—in some cases $500 per passenger.

Over the last year, Amtrak’s president and the Department have worked dili-
gently to improve cost control and achieve expense savings, and to bring more order
to Amtrak’s accounting and financial statements. These efforts need to continue. In
addition, the Department has been given more authority to oversee and control Am-
trak’sd aéiherence to its budget, ensuring that it operates within the Federal funding
provided.

Despite multiple efforts over the years to change Amtrak’s goals, its structure,
and its funding, the result always seems to be a status quo that is the product of
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seemingly inevitable budgetary compromises. These compromises over the years
have produced a system that limps along, never in a state of good repair, and per-
petually one, two, or three steps from the edge of collapse. These dire straits have
been repeated time and again over Amtrak’s history. In the end, Amtrak has been
tasked to be all things to all people, but insufficiently funded to be fully anything
to anyone.

It 1s a system with a backlog of investment and maintenance needs that has
reached at least $6 billion. Finally, this is a system that, except for a handful of
routes, continues to suffer operating losses on all services offered. In fact, the fully
allocated losses on some trains (including depreciation and interest) can exceed $500
per passenger. For the company as a whole, annual cash operating losses have aver-
aged $600 million for the last 6 years and are estimated to range between $700 mil-
lion and $800 million over the next 5 years.

FIGURE IIL.—GROWTH IN AMTRAK’S OPERATING AND CASH LOSSES, 1997—2002
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Clearly, one option is to end the Federal role in intercity passenger rail services
and leave all service decisions and 100 percent of the funding to the States. While
this approach may seem appealing from a Federal budgetary standpoint, especially
with large deficits looming, it would not address the mobility needs of certain con-
gested regions of the country and the benefits that passenger rail may provide. Al-
though these problems exist on local and regional levels, there is a national eco-
nomic interest in assisting mobility that is the foundation for the Department’s
transit, highway, and aviation programs.

Another option is to reduce the demand on Federal funds by eliminating all long-
distance trains. Although this might eventually save $300 million or more (after
labor protection and other shut-down costs are amortized), it does not come close
to solving the $2 billion funding dilemma. Furthermore, in the past, the long-dis-
tance trains have been the political glue that has held together support for intercity
passenger rail and Amtrak. Eliminating these trains, without a clear plan to im-
prove mobility through a restructured Federal program, would likely lead to a con-
tinuation of a status quo, “limp along” Amtrak.

A better option for the future of intercity passenger rail service lies in improving
mobility in short-distance corridors around the country (not just in the Northeast
Corridor) and in restructuring long-distance services to complement these corridor
services. It is in short-distance corridors that the Federal Government and the
States should focus their investments to increase speeds, increase frequency, and
improve the quality of the services offered. For the $2 billion that would need to
be spent on a steady-State Amtrak system, significantly better service to a greater
number of passengers is possible through a refocused Federal program that gives
the States more control and authority.

For the successful development of higher speed/higher frequency, short-distance
corridors, there must be a new relationship established between the Federal Govern-
ment and the States. An option is a transition to a Federal passenger rail program
that is modeled more on the current transit program. This transition would likely
require a number of years for institutional arrangements to be developed among the
States (such as multi-state compacts) and for funding arrangements to be com-
pleted.



112

This approach would involve Federal capital grants to the States for investment
in short-distance corridors where States would have a more defined and consistent
role in determining what services are provided and by whom. The States might
choose to contract with Amtrak to operate these services or seek bids from alter-
native operators. States would also decide on the service attributes such as speed,
frequency, and quality.

With control comes funding responsibilities, and the States should be expected to
provide capital funds to match in some proportion the Federal grants. Ultimately,
these corridors should be self-sufficient from an operating (not necessarily capital)
standpoint, either through farebox collections or through State and local subsidies.
Currently, States provide about $138 million in operating support to Amtrak for cor-
ridor trains and provide capital funds on a project-by-project basis.

Chairman NUSSLE. And I thank all of you for your testimony
today. It is like drinking out of a fire hydrant. So I am sure we
could go in a number of different areas.

Let me ask, generally speaking, because it has been my frustra-
tion, and I know it is shared by a number of members, that some
of the items that you have all mentioned have not been—have just
not really received the attention that they deserve from Congress
in a partnership sort of way.

All of you mentioned that you are interested in helping us help
you do the job to eliminate fraud within your departments, and
waste, and other concerns. So I guess my first question is: How do
you do your work? And particularly, how do you interact with Con-
gress? We just had a Medicare bill. I would like to know, did we
put any of your recommendations into that bill?

We passed a farm bill. Were any of your recommendations in the
farm bill? You know, we are—and higher Ed coming up this year.
Are you talking—is the committee talking to you? Is anyone listen-
ing to your ideas?

We have a transportation bill. Each one of you has a vehicle that
is either already passed or is about to pass. And what interaction
is Congress—what hearing are you getting from Congress in put-
ting any or all of your recommendations into these bills?

Since we just finished Medicare, let’s start on one side and work
down. If you would, just tell us how we are working with you to
get this job under control.

Ms. CORRIGAN. Well, let me answer it this way. I have been in
the office for 5 weeks. I say that because I don’t want to answer
a question that I don’t really know the answer to. But I will say
that the office has been certainly working very closely with Con-
gress on a number of issues, including nursing home issues.

On the Medicare proposals, I know that certainly reports were
provided, but I don’t know the specifics of how the relationship
worked. But I can get back to you, because I think it is an impor-
tant relationship, and we would like to have input.

Chairman NUSSLE. While I have you, what is the fee-for-service
error rate? You mentioned that there was an error rate, but you
didn’t mention what it was.

Ms. CORRIGAN. This year—last year, in 2002, it was 6.3, I be-
lieve. Yes. It was 6.3 percent. It started out about 7 years ago in
1996, at 13.8 percent. It has gone down to 6.3 percent.

Chairman NUSSLE. OK. Ms. Fong.

Ms. FoNG. I have been at USDA IG for 6 months. My under-
standing is that last year there was a significant piece of legisla-
tion that went through on the Department of Agriculture reauthor-
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ization, the farm bill, and that our office did work extensively with
the oversight committees on a number of provisions, especially
those dealing with animal welfare, which is another one of our
major responsibilities.

In terms of what is coming up this year, I believe the food stamp
reauthorization is up. And Mr. Gutknecht I see is here today. He
will be having a hearing later this month, and we will be testifying
and providing our insights on that program, as well as the Under
Secretary.

Chairman NUSSLE. Thank you. Mr. Higgins.

Mr. HicGINS. We have had a working relationship with the Con-
gress and also with the Department as far as the reauthorizations
in the past go, and we assume that we will have the same relation-
ship with the upcoming reauthorization.

Do we get everything we want? No. We do fight for what we
think are the more important issues. And it could be improved
probably on all sides—more give and take perhaps.

Chairman NUSSLE. Mr. Mead.

Mr. MEAD. I feel that at both the appropriation level and the au-
thorizing committee level, Congress has been very responsive to
our work. I have been an IG at Transportation for about 6 years
now. We testify frequently before those committees.

I gave one example in my testimony of FAA’s cost accounting
system, where Congress has directed FAA repeatedly to build a
cost accounting system, because with a $14 billion annual budget.
They have got to know what your costs are. Although FAA’s cost
accounting system is still not in place, FAA comes up to the Hill,
gets more money, but suffers no consequences.

So I think Congress can do a better job of holding the agencies
accountable. By that I mean the authorizing committees and the
appropriation committees.

The other one, with all respect, like on Amtrak, every year we
go through this—I don’t know what the proper language for it is—
but it is a tortuous path where we end up with a status quo that
nobody likes, that is unacceptable, and Congress is probably the
only one that can come to grips and closure on it. Otherwise, we
are going to continue to limp along.

And finally, both authorizing and appropriation committees, I
think, could keep the pressure on the States to have more vigorous
fraud enforcement efforts.

Chairman NUSSLE. Mr. Mead mentioned that 1 percent was not
unreasonable as far as being able to identify waste, fraud, and
abuse within the Department of Transportation. Let me just ask
the other three whether or not a 1 percent waste, fraud, and abuse
target would be unreasonable within your departments.

Mr. HIGGINS. The 1 percent target for the Department would be
about $250 million, is that right?

Chairman NUSSLE. I am not—right offhand I can’t tell you that.

Mr. HIGGINS. The Department’s own figures are that they esti-
mate that there are $401 million a year made in erroneous pay-
ments. My office thinks that figure is a little conservative.

Chairman NUSSLE. So 1 percent would not be unreasonable?

Mr. HIGGINS. I don’t know what the 1 percent is but if——
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Chairman NUSSLE. I realize it sounds like a silly question. I
know that you are, just by the way you are answering it, you think
it sounds like that, but trust me this is not a silly question. We just
had this debate. So let me ask from the Department of Agriculture
is 1 percent an unreasonable figure?

Ms. FONG. Let me respond on a couple of levels. I agree with you
there is waste, fraud, and abuse in the USDA programs. I think
all of us recognize that much more can be done to tighten up how
the Department delivers its programs. The issue that we have at
USDA is that right now we don’t have a good handle on exactly the
level of improper payments or waste in many of the programs,
which is why the Improper Payments Act that you passed last year
is such a critical tool for all of us. What it will do is it will require
the Department and its agencies to analyze its programs, figure out
where the vulnerabilities are and how many payments are, in fact,
improper or erroneous and then to take some corrective action to
stop those payments or to recoup them. And in our view, that is
where we need as an IG office to focus our efforts, to encourage the
Department to help them do that so that we do have a handle on
how much fraud, waste, and abuse we are dealing with.

Chairman NUSSLE. In the interest of time, I will yield to Mr.
Spratt for his questions.

Mr. SPRATT. Ms. Corrigan, and all of you, thank you for your tes-
timony. It has been very useful. When you mentioned a minute ago
that the amount of overpayments or error payments had been re-
duced from 23 percent to about 6.3 percent over the last 5 or 6
years, does that number include improper and inadequately docu-
mented claims which when resupported qualify for payment? In
other words, does it include negligent submissions as well as fraud
and abuse?

Ms. CORRIGAN. Yes.

Mr. SPRATT. What percentage is true fraud and true abuse as op-
posed to lack of properly supported or improper payment?

Ms. CORRIGAN. Let me step back and answer the first part of
your question perhaps. Because I think that much of the error rate
in recent years has been improper documentation. The Office of the
Inspector General got very good at getting documentation in deter-
mining whether or not the claim was properly paid. So I don’t
think that now much of it is improper documentation, but a lot of
itb is errors and improper payments that wouldn’t be considered
abuse.

As far as fraud, I think it is even more difficult because fraud
has to be adjudicated by a court. And it is very difficult to deter-
mine whether somebody knowingly submitted a claim when you
are doing a medical review, which 1s essentially what we are doing
in the error rate testing program. I think what you can say is that
every part of the error rate in the past has been those claims that
have been improperly paid for all sorts of reasons. But it isn’t bro-
ken down quite in the way that you are suggesting.

Mr. SPRATT. You mentioned that the government, Medicare,
Medicaid manifestly are paying too much for prescription drugs
within the scope of coverage now provided. And you gave as one
measure of that the Veterans Administration’s price payment list,
which is substantially below Medicare. Have any recommendations
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been made by the IG that the CMS or before that HCFA go to the
same method of procuring drugs as the Veterans Administration?

Ms. CORRIGAN. My understanding is that the Office of the In-
spector General has never made a particular recommendation
about drugs. But what it has said is that for the policy makers who
are thinking about this, look at the Federal supply schedule. Now
the VA procures drugs differently. Medicare doesn’t procure drugs
directly, so it may need to pay more than the Federal supply sched-
ule. But it should at least be considered as part of the policy mak-
ers’ thinking because it is so much less than Medicare is paying.
There has to be some cost savings that Medicare could benefit from
looking at those prices.

Mr. SPRATT. Let me ask you if we were to pass a law which says
that HHS, CMS, shall not engage or interfere in any price negotia-
tions for drugs procured by the government, do you think that
would help your efforts to produce savings?

Ms. CORRIGAN. Thinking about your question myself, negotia-
tions would have to result in savings because the cost would be
less. But my guess is that you would have a lot of opposition on
the other side because of the way that Medicare pays for drugs. It
is not like a wholesaler like the VA, so there would be some legiti-
mate complaint about the lowering of the cost or the fixing of the
cost at that rate.

Mr. SPRATT. What about CRADASs, have you looked at coopera-
tive research and development agreements, particularly with phar-
maceutical firms? One frequently offered example is Taxol, which
NIH developed, at least initially investing $484 million, a pharma-
ceutical firm took over the perfection of the drug and then has sold
it to the tune of about $9 billion total sales and our royalty pay-
ments only total $35 million. Has HHS taken a look at whether or
not these are good deals for the government?

Ms. CORRIGAN. I am not sure whether we have. I am certainly
willing—I think it is something we could look at.

Mr. SPRATT. OK. Thank you. One final question to the Depart-
ment of Education, it would apply to all of you, let me ask of you
would it help and do you think it would more than pay for itself
if we provide you with more staff, more full time equivalents?

Mr. HIGGINS. Definitely.

Mr. SPRATT. Is that the case in HHS and HIPAA, we provided
additional funds for oversight and for inspector generals in par-
ticular, and you cut your error rate to—your overpayment rate,
missed payment rate from 13.8 percent to 6.3 percent.

Ms. CORRIGAN. I think that funding was critical.

Mr. SPRATT. Finally Department of Education, let’s just take as
an example, looking through your testimony it seems to me that
you are claiming that the IG has filed a total of $334 million in dis-
allowed costs and recoveries from criminal investigations in the
student loan programs over the last couple of years, over the last
5% years. If we ask you to increase that so that we could get $2.5
billion of savings, increase it by a factor of four, do you think it
could be done? Can we squeeze out that much waste, fraud and
abuse in the DOE programs?

Mr. HiGGINS. I don’t really have any data to answer that ques-
tion, to be honest about it. But the $334 million includes sup-
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ported—sustained question and disallowed costs of $182 million,
and $152 million was the result of criminal activities.

Mr. SPrRATT. OK. Thank you very much.

Chairman NUSSLE. Mr. Thornberry. Mr. Ryun. Mr. Schrock.

Mr. ScHROCK. Thank you, Mr. Chairman. Thank you for having
this hearing today and thank you all for testifying. I think this is
something the Budget Committee has talked about for a while, cut-
ting 1 percent, I can’t imagine why we can’t. It sounds like the De-
partment of Education might be a candidate for 2 percent if we
really want to be good citizens based on the figure you gave us, but
I don’t think that is going to happen. I know in my own account
if we have to cut back we need to. Frankly, I would love to cut 10
percent of my personal budget. I say that personally. I say that es-
pecially because my wife is here, but I don’t think it is going to
{1ap[1)en. But it would be nice if we could do that at the government
evel.

I am really concerned, General Mead, you said that why can’t
we—why can’t efficiency be increased 1 percent. I think it can. Ob-
viously you are trying to get your hands around that. Is there a
program in place to do that? Each of these agencies is so big I don’t
know how you get your hands around this to do that. But I would
be curious to know. The Big Dig in Boston, of course we are build-
ing Big Dig part 2 across the street here. You can see what that
is going to cost. So at some point that has got to happen. How do
you all do that in your agency?

Mr. MEAD. Well—

Mr. SCHROCK. Answer too about the fuel tax fraud. That really
interests me. I don’t understand that.

Mr. MEAD. During my time there as IG I haven’t seen a real ef-
fort to save money until the budget crunch that started last year.
One of the reasons why, as mentioned in my testimony is that Con-
gress passed a law requiring that virtually all of the trust fund
money that came in be spent. And when that is done there is less
incentive to cut your costs. And I know both the aviation and the
highway programs are up for reauthorization. I think now that
there is a budget crunch, behooves not only the Office of the Sec-
retary, but each of the operating administrations to come up with
a cost cutting plan in a way to secure efficiencies. Congress should
insist on the submission of a plan like that to the appropriation
committees, the authorizing committees, and the Inspector Gen-
erals, at least while we are going through this period of tight reve-
nues.

Regarding fuel tax fraud, we used to prosecute a large number
of cases and where people just wouldn’t be paying the fuel tax.
Congress plugged those holes, but we are now concerned that there
are two other big holes. One is aviation fuel, which is very similar
to the fuel used in trucks. You pay the tax for truck fuel at the
rack—that is, before it is distributed to retail outlets. That same
fuel, though, when destined for an airplane isn’t paid at the rack.
It is paid on delivery to the aviation facility. So you can say, well,
I am taking this fuel for aviation purposes and instead divert it to
trucking without paying tax. Pay taxes in a State with a low fuel
tax, then sell it in a State with a higher fuel tax, pocketing the dif-
ference.
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Another hole is: each State has its own State tax on fuel, some
States are fairly low, other States are higher. Well, you say the
gasoline is destined for a State with low tax, and then you take
that gasoline and you go over to a high tax State, and you save a
large amount of money.

We will need the help of the Internal Revenue Service to get to
the bottom of the two holes I just described. But it is estimated
that fuel tax evasion cost us over $1 billion a year. However, we
will need the Congress’ help to secure the commitment of the Inter-
nal Revenue Service to increase enforcement efforts.

Mr. SCHROCK. One more quick question. You talked about why
don’t projects have a finance plan. I would think they did. I hate
to keep picking on the Big Dig. I saw it recently. I was amazed by
it. If there was an amount certain that they were going to use by,
and it has increased by billions and billions and billions of dollars,
14,000 change orders, did they have to get approval from you to do
that or is it a cost plus type thing or what? Help me understand
that.

Mr. MEAD. No. Certainly they don’t need approval from the In-
spector General. The Federal Highway Administration approves
change orders and so forth. Under the law, only one highway
project in the United States is capped by law in terms of how much
Federal money will go to it. And that was when Congress got fed
up at the price increases at the Central Artery and said no more
Federal money to the Central Artery beyond a certain amount. It
was a fairly severe remedy, but I can tell you this, it has slowed
the cost growth at the Central Artery. Once Congress acted, I saw
the brakes go on to cost increases.

Mr. SCHROCK. Maybe that is an answer, something we ought to
look into. Thank you, Mr. Chairman.

Chairman NUSSLE. Ms. Majette.

Ms. MAJETTE. Thank you, Mr. Chairman. I have a question or a
couple of questions for Inspector General Fong. I understand from
your testimony that you said that more people were being certified
for free and reduced lunches than were identified by the Census as
being counted. Or eligible, is that—did I say that correctly?

Ms. FONG. Yes.

Ms. MAJETTE. Well, my question is: isn’t it possible that those
people are eligible but they just weren’t counted in the Census so
it is not necessarily a matter of fraud or abuse; it may be just a
function of the undercount that took place in the Census? I believe
you said that one of the places you talked about was New York,
which had 69 percent variation. And as I recall there was a signifi-
cant outcry in New York that there was a significant undercount
with respect to the Census. So can you address for me those dis-
crepancies and if there is a way that you can actually say or would
be able to determine how much of that is fraud, waste, and abuse
and how much it was just a function of our inability to determine
who actually should receive those benefits?

Ms. FONG. You are absolutely right. This is a very complex area
in terms of determining eligibility for these programs and how we
really nail down what the error rates are. As I mentioned, the Cen-
sus indicated that perhaps 27 percent of the people receiving these
benefits were not eligible and FNS itself acknowledges that. Our
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IG work indicated that there may be error rates ranging from 19
to 69 percent. These error rates are based on sampling and they
are based on the fact that the responses to the income verification
instruments may or may not have been received. So in fact these
rates include, could include people who are truly not eligible as
well as people who just did not respond to the verification question-
naires.

For example, if you have a child in public school—I am a parent,
I have this—and they send home the questionnaires for you to cer-
tify, and you decide for whatever reason that you don’t want to fill
it out or that you don’t believe it is important to fill out because
in some districts meals are provided regardless of whether you fill
it out, that raises issues as to exactly what we are dealing with.
FNS understands that this is a complex issue. They have instituted
a number of pilot projects right now going on in 22 States to try
to get a good measurement of the accuracy rate here. And they will
be completing these pilots within this school year. And then we
sho}tllld have a much better sense of exactly what we are dealing
with.

Ms. MAJETTE. To follow up on that as a more general question,
do you have any estimates of what the cost of recovery is? Is it
going to be a matter of we are spending $6 million to recover $4
million, or $7 million to recover $2 million? In other words, I guess
how much more is it going to cost than what we are already spend-
ing in terms of staff and all of those things? How much more is it
going to cost to determine what amounts are being paid fraudu-
lently and what is it going to cost to stop or to stem those alleged
abuses?

Ms. FoNG. That is one of the issues that makes this whole area
very complex. I know that FNS’s pilots are looking at a number of
ways to verify eligibility, ranging from accepting certifications for
other programs as an indication that you are eligible; for example,
if you are eligible for food stamps, therefore you are eligible for
school lunch. They are looking at another option which would actu-
ally require 100 percent verification and they are looking at a full
range of options. It is going to have to be a cost-benefit analysis.
I think at that point without having the results of the pilots and
without knowing the amount of money that will be spent on these
pilots to actually implement verification, it is probably premature
for to us say at what point do we reach the optimum ratio of cost
and benefit. But that is definitely one of the issues.

Ms. MAJETTE. Wouldn't you agree that is something that would
need to be determined before we start cutting funding in these dif-
ferent areas?

Ms. FONG. I agree that that is an issue that should be looked at.
My sense is that FNS could probably give you a better read on ex-
actly what their experience with it is at that point.

Ms. MAJETTE. What is the plan for looking at it? Is there one?

Ms. FoNG. The pilots are due to be completed this school year.
The data should all be in very shortly and then the analysis will
start. They will do their analysis. We should have some idea of
where they are going I think shortly.

Ms. MAJETTE. I see that my time is up.

Chairman NUSSLE. Thank you. Mr. Hastings.
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Mr. HASTINGS. Thank you, Mr. Chairman, for having this hear-
ing. Thank all of you for testifying. I will just say at the outset if
there is one thing that I think every American understands is that
there could be efficiencies made in our Federal Government. Of
course that generally always translates to saving dollars.

I want to ask Ms. Corrigan, if I may, on your testimony which
I thought very helpful with what had been uncovered in the past,
nevertheless, the most recent report shows that there is about over
13 billion, I think $13.3 billion, in improper payments this year,
which is over a billion more than last year. This thing seems to be
getting worse. My question to you is there something more that
maybe the executive branch ought to be doing? If so, what should
they be doing? And probably more important, since we are right
now debating having conference now on the Medicare reform bill
with prescription drugs and you identified prescription drugs as
some of the areas where there is some abuse, are there some things
that we should be focusing on specifically to address the issue
today?

Ms. CORRIGAN. Well, I am hopeful that the data that comes out
this year on the error rate will be more useful only if it shows more
problems. I mean, I think it is very easy to criticize CMS because
it is so large, but they are at least taking the step of focusing on
themselves and saying, OK, we are going to look at everything in
depth. We are going to look at every fee for service payment that
we make, whether it is the hospital providers; we will look at our
own contractors; we will look at every service that is provided. My
guess is that some of those rates are going to be really high. What
I think they are going to have to do is then take the next steps to
fix the really high rates. I think they are on the path. But what
I think needs to be done in the future is to perhaps focus on pric-
ing. I mean, pricing hasn’t really been focused on very much and
it can’t be done by the Department. And until there is some way
to rationally pay for some of these services, I think you are going
to have both problems where some services are—some doctors are
not being paid enough for certain services and vice versa.

On prescription drugs and durable medical equipment, the prices
are off the roof. Until there is some real debate, whether it is in
Congress or in the executive branch, about how to somehow control
what we are paying, there is no way that a lot of these problems
are going to continue to exist. And people will come in and try and
take some of that money. Where there are big pots of money it is
known that people will try and take pieces of them. So I think
what we have to keep doing is looking at where the big pots are,
where the areas are that can be exploited.

Look at outlier payments of last year. It was all over the news.
Outlier payments were intended to be made to really egregious
cases; but, instead, the money is being moved around in ways that
were never intended by Congress. And I think there has to be vigi-
lance to close loopholes that people find. That would be my sugges-
tion.

Mr. HASTINGS. Let me follow up because the chairman made an
observation because there was a great deal of debate in this com-
mittee and on the floor about our suggestion that there ought to
be 1 percent waste, fraud, and abuse, at least what I have heard
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from several of you that there is probably some room within each
of your budgets to go after that. My question, to me the pertinent
question is this: What if the Congress were to say you are directed
to find 1 percent waste, fraud, and abuse, would this be a means
by which to kick off maybe some of the things that you are talking
about to look at? And invite everybody else to look at this. In other
words, if you were forced to make a decision could that decision be
made more aggressively to try to find that 1 percent that we are
trying to identify? I would ask all of you if you could just briefly
in a short period of time address that.

Ms. CORRIGAN. I actually think that 1 percent is probably too
much, but it is also very arbitrary. You would be forcing CMS, not
us, to somehow reduce the error rate to 1 percent.

Mr. HASTINGS. Not necessarily reducing but trying to find, ac-
knowledge that there is at least that much there.

Ms. CORRIGAN. CMS I think has acknowledged that already.

Mr. HASTINGS. Excuse me because my time is clicking down very
quickly. It seems to me the next logical step would be, OK, we will
force you, we will mandate to you from the Congress as policy that
you find it. What is wrong with that? Again if could you, Mr.
Chairman, indulge me.

Mr. MEAD. I think the answer to your question is that would go
a long way toward making it work. I think that performance meas-
ures like that are good.

Mr. HiGGINS. The Department of Education has already identi-
fied $336 million of overpayments made, and we need the Congress
to enact the legislation so we can verify the income with the IRS.
So enacting that legislation would save you more than 1 percent in
student aid programs.

Mr. HASTINGS. Mr. Chairman, thank you.

Chairman NUSSLE. Thank you. Mr. Moran.

Mr. MORAN. Thank you, Mr. Chairman. Let me start, Mr. Mead.
flfuisdt? of all, I want to get what was the original figure on Spring-

ield?

Mr. MEAD. I think it was—my numbers might be off a bit. I
think it was around $265 million in the beginning and it is now
$675 million. And since we issued our report, I think it has been
holding.

Mr. MorAN. To what?

Mr. MEAD. $675 million.

Mr. MORAN. It went from $267 million to $675 million, Spring-
field. Now the

Mr. MEAD. I am sorry. I misunderstood your question. The Cen-
tral Artery project started at $2.5 billion and is now in the neigh-
borhood of $14.5 billion.

Mr. MoRAN. Up to $14.5 million from—$2.5 million to $14.5 mil-
lion in 10 years. I was just trying to figure whether—compare it
to our project at the Capitol Visitor’s Center. It has gone from 300
million to what we now expect, if you include all the additional of-
fices and so on that the leadership in the House and Senate have
asked for, it will be about 500 million. But that really does pale in
comparison. My friend Ed Schrock isn’t here but I know there is
going to be a lot of comparisons because the legislative branch bill
is going to be on the floor today. But that doesn’t mean that we
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don’t have to be sensitive to cost overruns. And I know that you
are and you gave us an excellent report on the Springfield inter-
change overrun, but when I look at the examples that you use of
waste, fraud, and abuse, and then consider the fact that this com-
mittee instructed the Transportation Infrastructure Committee to
come up with $5.5 billion in budget authority for mandatory pro-
grams over the next 10 years, I don’t see that in your testimony
because basically what you tell us about the Federal Aviation Ad-
ministration, Amtrak, et cetera, those are discretionary programs,
appropriated by the Appropriations Committee. Do you really think
that you could come up with $5.5 billion in budget authority over
10 years for mandatory programs?

Mr. MEAD. No.

Mr. MORAN. The answer is no.

Mr. MEAD. The answer would be very difficult. But I also would
take issue with respect to the characterization of the mandatory
discretionary issue at Transportation. Why would I do that? Be-
cause both the aviation program and the highway program basi-
cally require—or at least in the past the current legislation re-
quires the spending of money in the amount of the receipts.

Mr. MORAN. I appreciate that, Mr. Mead. I don’t want to cut you
short except I will run out of time. I don’t want to ask for too much
leniency on the part of the chairman because I want to ask two of
the other departments. The problem is that the legislation that the
Budget Committee included referred to mandatory programs. And
under our definitional structure, the programs you referred to I
don’t think are considered mandatory.

Let me get into the Department of Education because our Edu-
cation Inspector General, and I appreciate your testifying as well,
sir, you said we have found—you have found 334—actually you
cited the 401 million but let’s talk about the 334 million that you
have repeatedly cited over the last 5% years in disallowed costs
and recoveries. That comes to about 6 million. But the Budget
Committee has required, Mr. Higgins, that you come up with con-
siderably more than that. Do you have the actual figure that you
had to take out of mandatory programs?

Mr. HIGGINS. No.

Mr. MoRAN. I think it is $2.5 billion in mandatory costs for
waste, fraud, and abuse over the next 10 years. You cited $600 mil-
lion, or $334 [million] over 5 years. Do you think it is possible to
come up with 2.5 billion over the next 10 years in cuts to manda-
tory programs?

Mr. HiGGINS. No. I was assuming that the

Mr. MoRAN. The answer is no. I need to get those answers on
the record here and kind of underscore them because I want to see
how realistic is our requirement.

And then lastly and very quickly on, and again I don’t mean to
be rude here in moving so fast, but I have run out of time for my
5 minutes. The Agriculture Department is required to take $5 bil-
lion as well out of mandatory programs in waste, fraud, and abuse
over the next 10 years. Let me ask Agriculture’s Inspector General,
do you think that is possible? And it is OK if you say no because
you have two predecessors here, your two witnesses preceding you
have said no. What do you think?
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Ms. FoNG. I am going to plead relative inexperience with the
range of the Department’s programs. I will say I don’t know.

Mr. MORAN. You don’t know.

Ms. FoNG. I don’t know.

Mr. MORAN. That is a “know” instead of a “no”?

Ms. FONG. Yes.

Mr. MORAN. But you are willing to have that requirement im-
posed on Agriculture from the Budget Committee. Do you think
that is reasonable?

Ms. FoNG. I think it would spark some very useful debate as to
how the Department can tighten up its programs.

Mr. MORAN. I am trying to figure out how realistic is this idea
of cutting so much money out of waste, fraud, and abuse out of en-
titlement programs. And from the testimony, although the testi-
mony is very enlightening, I don’t see where we can get that money
out of any of these departments, Mr. Chairman.

Chairman NUSSLE. That is fine. Thank you, my friend from Vir-
ginia. Apologize for wasting your time today then. Mr. Brown.

Mr. BROWN. Mr. Chairman, on the other side of the coin, looks
like to me that the 1 percent is a very workable goal and maybe
in some areas might be even greater than that. I was amazed too
as I listened to the testimony the amount of waste, fraud, and
abuse that is in place. And Mr. Chairman, I am not so sure where
the disconnect is. I think we all want to address it; we all want to
identify it. We also want to prosecute those people that are abusing
the system. But it seems like we all know about it, it is all on the
table.

I guess my point is what is the next step, Mr. Chairman? How
do we go from identifying the problem to eliminating the problem?
And I know we mentioned somewhere about being a little bit more
proactive in trying to prevent some waste, fraud, and abuse from
happening. But I see so many areas that we are concerned about
that we talked about the Big Dig, Mr. Mead, and Amtrak and some
of those other areas that we feel like the solution is just to continue
to put more and more money. If that is the solution, then certainly
you know it could continue to grow and the waste, fraud, and abuse
would never be addressed.

I was concerned also about the Food Stamp Program, where
there is no disincentive for the States to be proactive, Ms. Fong. I
don’t know what we can do to build some kind of a checkpoint in
that system to prevent that from happening. I understand, Ms.
Corrigan, the differential in the cost of prescription drugs. I know
one is a retail and one is a wholesale but there certainly shouldn’t
be that big of a disparity between those costs. So what can we do?
Tell us what we can do to help you make these changes.

Ms. Fong. Well, I think have you taken a very good first step
today in having us come forward to testify about areas where we
find problems, and I think bringing these things to light is always
a very useful thing to do. And I think it certainly helps me in
terms of formulating priorities for our office and where we need to
spend time in the future in terms of helping the Department ad-
dress some of these issues and make some progress on them. So I
think in that sense this is a very good thing to do.
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Mr. BROWN. I know that you mentioned about the altered, you
know, income tax returns in order to get kids to qualify for the free
lunch program. Did we prosecute those parents?

Ms. FoNG. I know we have investigations going on in all of our
programs. And we receive allegations of fraud—whenever there is
a government program there are allegations that people are trying
to take advantage of these programs. In the Food Stamp Program
what we have tended to do is to focus on the really big trafficking
cases that involve retailers and multi-millions of dollars because we
want to get the most bang for our buck. Where there are cases that
fraud has been committed by an individual we will usually refer
that to the State for prosecution unless there is a reason for us to
pursue that ourselves. But, yes, we do receive allegations of fraud
by individuals. Those allegations are reviewed and referred to the
appropriate people.

Mr. BROWN. OK. Mr. Higgins, if I could address the question to
you. Has IG ever made an estimate of the amount of fraud and
waste in the loan programs that occur each year through unre-
covered and improper payments and waste loan administrative
funds?

Mr. HIGGINS. No. No, we have not.

Mr. BROWN. What percentage of loan funds do you think are
awarded improperly?

Mr. HiGGINS. We don’t have any data on the amount of loan
funds that have been awarded improperly. The only data that we
have is on the Pell Grant program.

Mr. BROWN. Some individuals who claimed to be disabled and
unable to work were actually earning six figure salaries. We talk
about a $400 hammer and all those others out there. But the De-
partment has since put in place administrative measures to guard
against improper loan forgiveness. Have the new measures been
successful?

Mr. HicGINS. We haven’t gone back and audited it but they have
taken steps where they are requiring the doctor’s license number
so they can verify that it is a real doctor. There is a conditional
period where they monitor the salary of this individual for 3 years.
And in the event that the person does start earning income again
they reinstate the loan. If they come back in for another loan, they
have to reinstate the loans that were discharged.

Mr. BROWN. I know my time just ended. I note as we deal with
the reauthorization of the bill, looking to forgive more percentage
of those loans if they go into certain Title I programs within certain
accredited fields. I recognize there is a tremendous amount of
waste, fraud, and abuse out there. I am sure that a 1 percent tar-
get is a very minimal figure. Thank you.

Chairman NUSSLE. Ms. DeLauro.

Ms. DELAURO. Thank you very much, Mr. Chairman. And I want
to apologize to the panel for having to leave for some of the testi-
mony. But I thank you for being here today, and I would echo what
my colleague Mr. Spratt said about no one here from Defense, and
as a matter of fact no one here from Treasury testifying here today.
But I am hopeful that we will hear from them in the future. It is
true we all want to crack down on waste, fraud, and abuse.
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In fact, the Clinton administration’s National Performance Re-
view saved more than $100 billion, I might add. And we know
there still is waste. Cracking down on mismanagement is particu-
larly important now in the current budgetary climate.

I might add that it is—the administration’s $1.2 trillion tax cut
has stretched our resources to the limit. I have one question which
I would like to have each of you answer. Looking through the man-
datory programs under your jurisdictions, are you able to identify
any areas of waste, fraud, and abuse that would generate savings
even close to the $30 billion per year that we lose through the tax
code through the underpayment of taxes? And in this respect these
are taxes that are legally owed and we know who owes them. Do
you agree that if we are truly committed to reducing fraud we
should increase enforcement at the IRS to crack down on tax eva-
sion? Right now 56 percent of noncompliant taxpayers with in-
comes over $100,000 get off scot free. Can I get each of you to re-
spond to that question?

Ms. CORRIGAN. I think that every violation of the law should be
looked at and priorities have to be set by the administration and
by Congress. And if you think that is an area that merits more
focus then I think it is your right to do that.

Ms. DELAURO. I understand that. But my question directly is do
you believe you can generate savings even close to the $30 billion
that we lose through the tax code through the underpayment of
taxes? And that is per year in your department. Does your—do you
reach that level of $30 billion?

Ms. CORRIGAN. I cannot imagine that we do.

Ms. DELAURO. You cannot imagine that you do. OK. Ms. Fong.

Ms. FONG. Let me just respond in terms of USDA programs. My
staff has provided me with a list of mandatory programs within
USDA. There are 70 of them. And leafing through them there are
many of these programs that I am not familiar with. I am not sure
our office has ever looked at them. So my answer is I do not know
the extent of savings that we could generate from these programs.
I am just not familiar enough with them.

Ms. DELAURO. So with the mandatory programs you have no
idea how much money we can deal with in term of waste, fraud,
and abuse at the U.S. Department of Agriculture?

Ms. FoNG. We need to do a lot more work to nail that down.

Ms. DELAURO. Can you get that information to us, let us know
what you believe.

Ms. FoNG. I will try to provide you a response for the record.

[The information referred to follows:]

Ms. FONG’S RESPONSE TO MS. DELAURO’S QUESTION REGARDING WASTE, FRAUD, AND
ABUSE IN MANDATORY PROGRAMS IN THE USDA

Within USDA, only one of the mandatory programs, the Food Stamp Program,
has a system in place to measure payment accuracy. As noted in my statement, the
total erroneous payments for the last year tested, fiscal year 2001, were about $1.3
billion out of total issuance of $15.5 billion. Because so few agencies had systems
to determine or estimate improper payments, Congress passed the 2002 Improper
Payments Information Act. Once the provisions of the act are implemented, USDA
should have data that would permit it to identify programs with unacceptable rates
of improper payments. We plan to monitor USDA’s efforts to implement the act.

Ms. DELAURO. Thank you. Mr. Higgins.
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Mr. HIGGINS. Is your question can the Department of Education
absorb the $30 million?

Ms. DELAURO. I am just saying can you generate savings close
to $30 billion.

Mr. HiGGINS. Not close to $30 billion.

Ms. DELAURO. Not close. You may have said this before, what—
well, you did talk about dollar amounts. I did hear Ms. Fong’s com-
ment about the amount that you thought you could save. So I won’t
go back. But you can’t, you can’t come close to that $30 billion?

Mr. HIGGINS. No.

Ms. DELAURO. Mr. Mead.

Mr. MEAD. I can’t come close to that either. But I would say that
we all have to do our part. And we could give you some tax collec-
tions on the Highway Trust Fund side. In my testimony I was re-
ferring to the motor fuel tax evasion. But I would need Congress’
help to do that. We would need to agree on some jurisdiction, be-
cause right now it is pretty exclusively with the U.S. Treasury De-
partment.

Ms. DELAURO. So in essence, I mean it is self-explanatory with
your own answers, I obviously believe that the answer to the ques-
tion we should increase enforcement at IRS. I think you would all
concur, as Ms. Corrigan says, if we decide to do that we should do
that. It would appear to me on a per annum basis that we could
recapture $30 billion and this is in taxes, legally owed, and we
know who owes them, and that quite frankly that we don’t move
in that direction but we—and everyone is for tightening up on
waste, fraud, and abuse. It is a sense we probably ought to have
some level of priority in dealing with this effort and budgeting that
I have understood in the past is that you kind of go for where the
big numbers are and you see what you can do.

I would suggest that as soon as possible we try to talk with peo-

le at the Department of Defense and look into where we can save
530 billion a year. I think we could all put it to very, very good
use, particularly in these very tight budget times. I thank you
again for your testimony this morning.

Chairman NUSSLE. Mr. Garrett. Before the gentleman begins we
have two votes on the floor. We will recess and come back after the
second vote, immediately after the second vote.

Mr. Garrett.

Mr. GARRETT. Question first for Mr. Mead. The stories you tell
are the gut wrenching ones that I hear from constituents at town
hall meetings asking what are we doing with their tax dollars. A
study with regard to cost overrun, part of your testimony shows
that researchers have found international studies that 90 percent
of projects suffer from cost overruns. There is no difference whether
you are talking about big projects or little projects. This has been
the case over the last 70 years. My question to you is what can I
tell my constituents as far as what are the ramifications or the re-
percussions to both the private and public sector on the private
side for the firms that are engaged in these cost overruns? Do we
continue to allow those firms to be employed and have contracts
with the Federal Government and in the public sector, for those
people who are on the Federal payroll that are involved in these
projects from day one; are there repercussions to them when their
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cost estimates are so egregiously wrong as the cases that we have
right here in town and also on the examples that you gave as well?

Mr. MEAD. No, sir. I don’t think so. I think you are speaking of
accountability. And I think we need a much larger dose of that at
the State level and the Federal level. I would say there are a cou-
ple things that you could do if you want some explicit suggestions.
One would be that your State, as in all States, has to submit a
State transportation plan. This, by law, is not supposed to be a
wish list. This is a representation to the taxpayers, our taxpayers,
of projects that we are going to undertake accompanied with a cost
estimate. If those were made a lot more realistic, I think we would
have a lot more accountability.

Secondly, in your consideration of the pending reauthorization of
the highway and transit programs, you might put in a provision
that explicitly requires the consideration of a contractor’s prior per-
formance in connection with future contract awards.

Mr. GARRETT. Thank you. This chairman and this committee
worked hard on a budget that said we are going to try to reduce
expenditures by 1 percent. Of course that went out the window
once it got out of here. So is it fair to say that not only this Con-
gress but past Congresses have basically been both encouraging
and condoning this type of behavior?

Mr. MEAD. I don’t think they are doing it consciously but some-
times, I think by indirection, that is the result.

Mr. GARRETT. With regard to Medicare and prescription drugs,
prior testimony, we had someone else at this hearing previous on,
gave an estimate as far as the—and you probably know the num-
ber off the top of your head as far as the fraud, waste, and abuse
figure as far as the Medicare—ran a 5 percent figure that they
were throwing out in the overall program. And now that we have
a new $400 billion prescription drug program that is coming down
the road conceivably, we are talking here about saving a million
here, saving a million there when you can. We just are going to au-
thorize the program’s $400 billion, out of 5 percent waste, fraud,
and abuse going into it you are looking at a $20 billion in addi-
tional waste, fraud, and abuse that we are basically authorizing at
this point in time. And the 5 percent figure might be conservative
inasmuch as the chairman—not this chairman, the chairman who
crafted that bill, that says this is a bill that is so complex even he
has a hard time getting his hands around it.

What are your projections of what we may be looking forward to
in actual dollars in waste, fraud, and abuse in the prescription
drug program that is now coming out of Congress?

Ms. CORRIGAN. That is a question I would have to give more
thought to than I have thus far. But I will give you my preliminary
thoughts on it, which is I think you are right to be very worried.
I think any time you have that amount of money with complicated
rules, it is a setup for, at the very least, abuse or misunder-
standing, which results in the same type of loss that you are talk-
ing about, potentially a $20 billion loss.

So I think that in crafting the legislation there has to be given
thought to how we are going to protect against that type of abuse.
And either you have to have some accounting mechanism for all of
the dollars or you have to have a verification mechanism in place
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set by Congress that people will be held to or you have to provide
more resources to the IG to look at the program.

Mr. GARRETT. Are any of those things in the bill as we see it
right now?

Ms. CORRIGAN. No, as far as I am aware of.

Mr. GARRETT. Should I be, as a State that already has a prescrip-
tion drug program that does not see that level of waste, fraud, and
abuse, should I be concerned for my State that we will be funding
the waste, fraud, and abuse for the other 49 States?

Ms. CORRIGAN. You should always be concerned about that, yes.

Chairman NUSSLE. Mr. Baird.

Mr. BAIRD. Thank the chairman. Thank the panel for this most
informative hearing. I recently discovered a program, and this is
for Ms. Fong, under the department the Farm Service Agency,
which is really fascinating, Mr. Chairman, you might find this in-
teresting as well, given the nature of this hearing, it is called the
Livestock Compensation Program. And in essence what it does is
provide compensation on a per head basis for farmers who have
livestock in a disaster declared area. But what is intriguing about
it is you don’t actually have to sustain any damage to your herd.
All you have to do if there is an earthquake in the area and you
are in that area is send some documentation that you got some cat-
tle or sheep above a certain weight or below a certain weight level
and you get money for it. They don’t have to have even fallen on
the ground during the earthquake. You will just get money for it.
You can’t really blame the farmers for signing up for this. But it
is really silly, and I would be very interested in working with the
Department and others who are interested in this to try to solve
this, because it just doesn’t make any sense.

If we could follow up on this at some point I would love to chat
with you about it. This was called to my attention actually by a
newspaper who discovered it. And the farmers, if I can use the pun
word, sheepishly applied for the money and got it back. So maybe
we could work on this. It is call the Livestock Compensation Pro-
gram. At the very least we ought to demonstrate that you have
somehow sustained damage.

Second question I hear a lot—I am not really sure it relates to
DHS and Agriculture—has to do with provisions that are made
available to refugees who are immigrants our country in terms of
eligibility for Federal funding. Food stamps are an example that I
hear complaints about a lot. I hear also about Medicaid uses, et
cetera. I wonder if you have any insights into that. Are there ways
we can tighten up the controls on that? And any insights into that?

Ms. FONG. I am not sure that our audit work has focused on that
specific aspect of eligibility for food stamps. I would have to go back
and provide you a response on that to see if we can give you some-
thing more focused.

[The information referred to follows:]

Ms. FONG’S RESPONSE TO MR. BAIRD’S QUESTION REGARDING FOOD STAMP
ELIGIBILITY

OIG has not undertaken a review focusing on refugees or immigrants partici-
pating in the Food Stamp Program. Since this is an eligibility issue, FNS’s quality
control system would test for this and other eligibility factors.
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Ms. CORRIGAN. I can do that for you on the Medicaid eligibility
side. I am not sure we focused on it either, but we can certainly
look at it and get back to you.

[The information referred to follows:]

Ms. CORRIGAN’S RESPONSE TO MR. BAIRD’S QUESTION REGARDING REFUGEES’
ELIGIBILITY FOR MEDICARE AND SCHIP

Certain refugees designated in 42 C.F.R. section 435.408 are eligible for Medicaid,
and some refugees are eligible for services under the State Children’s Health Insur-
ance Program (SCHIP). Those newly arrived refugees who do not meet all the eligi-
bility requirements for Medicaid or SCHIP may qualify to receive medical services
under the Refugee and Entrant Assistance program. This program provides Federal
grant funds to States to provide medical assistance and limited cash assistance to
qualified refugees. It also provides funding for child welfare and foster care services
to unaccompanied minors. Under the same program, States receive grants to help
refugees become economically self-sufficient as quickly as possible, primarily
through the provision of employment services.

Mr. BAIRD. I yield back.

Chairman NUSSLE. We probably should head to the floor for this
vote. So we will recess until right after the second vote and we will
continue with this panel.

[recess.]

Mr. HASTINGS [presiding]. The committee will reconvene, and we
will continue with the hearing. Before I call on the next member
for questioning, I would like to—I understand Mr. Higgins would
like to clarify an earlier remark that he made. So, Mr. Higgins, you
have the floor.

Mr. HIGGINS. Thank you.

When I was asked the question about whether the Department
could absorb the 1 percent, the figure that Mr. Moran used was $2
billion, I think—and that was for a 10-year period. I did not hear
him say for the 10-year period, and it sort of took me off guard.

But our mark is $220 million. The IRS match, we have an esti-
mate on that, that the Department can save $336 million a year.
So I would like to change my answer to yes, the Department could
meet that with the IRS match. But, of course, the Congress has to
enact that legislation to change the IRS code. That was my only
point of clarification.

Mr. HASTINGS. You have made that clear, even under questioning
that I have had. So that is the third time that I have heard that.
I think the record will reflect that.

Next we will go to Mr. Diaz-Balart.

Mr. Di1az-BALART. Thank you, Mr. Chairman. If I may, before I
actually go to the question—I have a quick comment:

I frankly am a little bit in awe, when I keep hearing from some
of our dear friends in the minority party the rationalization for not
going after waste, fraud, and abuse, because there may be some
areas where there is more abuse or more waste or more fraud, then
that means that we shouldn’t go after areas that may have smaller
numbers of that. But those smaller numbers are, I think, totally in-
tolerable and unacceptable and, frankly, immoral to accept.

I have a hard time dealing with—when you have, for example,
according to GAO, in food stamps, improper payments totalling
$1.34 billion in 2002. You know, when you look at a 12-month allot-
ment of food stamps for one person costing $1,700, according to the
USDA figures which I obtained from their Web site, that means
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that the improper payments alone could have paid for a 12-month
supply of food stamps for over 803,000 people. And to rationalize
that we shouldn’t go after that is, frankly, not only unacceptable
in my humble opinion, but immoral, totally immoral. I just wanted
to say that for the record, Mr. Chairman.

I do have a question for Ms. Corrigan, if I may, relating to Med-
icaid. In October 1999, the GAO issued a report titled “Health Care
Fraud Schemes Committed by Career Criminals and Organized
Criminal Groups, and Impact on Consumers and Legitimate Health
Care Providers,” not a real short title, by the way. But the report
reviewed fraud, or at least alleged fraud, which was occurring in
Florida, North Carolina, and Illinois between 1992 and 1998. GAO
stated that legal actions are often ineffective in halting fraud.

Do you agree with that statement? And if so, what other rem-
edies would you propose to control widespread abuse and fraud? If
not, please explain why not; because I think there is a lot of anec-
dotal evidence that suggests widespread fraud and abuse.

Ms. CORRIGAN. I think a lot can be done to stop waste, fraud, and
abuse. It is done every day. The problem is that as in any criminal
area, the crooks get more sophisticated and they are able to devise
more schemes. So I think vigilance is important. If you look at an
area like murders in a city, I think that cities can take great steps
to reduce them; but at the bottom, are you going to prevent every
single one of them? I doubt it. It doesn’t mean, though, that your
vigilance should be decreased in any way, like you said.

I mean, just because some area is a smaller area, I still think
you have to use the most effective means you have and go after as
much as you can, given the dollars that you have.

Mr. Diaz-BALART. Mr. Chairman, if I may. But are current legal
actions ineffective?

Ms. CORRIGAN. I think current legal actions are very effective. In
certain areas other legal actions might be helpful, but the False
Claims Act has been incredibly successful in stopping fraud. I
mean, the qui tam provisions of the False Claims Act expanded
enormously the range of actions that were brought to protect—at
least in the health care area—fraud, waste, and abuse.

Mr. Diaz-BALART. And let me ask you, does that mean when a
criminal steals from health care—a criminal steals from Medicaid,
is that person more or less likely to be caught than if he or she
were stealing from nonhealthcare-related areas? Is it less likely?

Ms. CORRIGAN. I don’t know if I can answer that question. I don’t
know what the answer to that question is. All I know is the in-
creased focus on health care fraud has certainly helped. And the
resources have really helped in stopping certain areas in health
care graud that had been very pervasive up until HIPAA was
passed.

Mr. DiAz-BALART. Thank you, Mr. Chairman. Again, I just want
to reemphasize one last thing. I want to thank the chairman of this
cotr)nmittee. I want to thank the witnesses who have done a great
job.

I, just for one, cannot rationalize, whether it is 1 cent or $10 or
a billion or $50 billion, I cannot rationalize—because there may be
some other areas that we are not looking at—the justification of
permitting waste, fraud, and abuse.
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I want to thank all of you. Thank you, Mr. Chairman.

Mr. HASTINGS. Thank you, Mr. Diaz-Balart.

Next, Mr. Cooper.

Mr. CooPER. Thank you, Mr. Chairman.

I would like to shift the focus a little bit, because it seems to me
that the key question is how do you incent individual civil servants
and agencies as a whole to spend money more wisely? Because I
think American taxpayers would like to see a lot of spending cut,
but for worthy programs they would like to see it increased.

It seems to me that the central failure is a lack of incentives for
the decisionmakers, those most intimately aware of the problems
and benefits of programs, to do the right thing. In short, you can-
not build a career in Washington, DC if you cut spending or elimi-
nate agencies. We get rewarded with pens at the White House if
we have a new agency created or a new program expanded.

Perhaps I should make an exception. Perhaps IGs can advance
their careers by cutting spending. But you are about the only folks
in this town who can do this.

So I would say that the problem is on both sides of the witness
table. Can you help me think of any ways to incent individual civil
servants or agencies to want to reduce spending? Because I think
what the agencies fear is, if you go ahead and cut 1 percent, why
then the next year somebody will ask you to cut even more.

The slower you achieve the cut, the more likely you are able to
preserve your prerogatives. And individuals don’t like to be whistle-
blowers and to expose the waste or fraud or abuse within their own
agency, because it is not a popular thing to do. So the result is, the
average American taxpayer trusts for-profit companies to be effi-
cient, but they do not trust government to be efficient.

So how do we change that? Instead of continuing the 200-plus-
year-old game that we play here about how everybody is going to
root out the waste, fraud, and abuse using existing methods? We
haven’t done that.

What are some ways? Let me hopefully provoke some thinking.
In the pollution reduction area, we moved to cap and trading sys-
tems, so that virtue for the first time would be rewarded. If you
cut your pollution more than the law required, and did so volun-
tarily, you get a piece of paper that had value, and you could buy
it or sell it in the marketplace.

This committee used to have budget discipline rules. For 12
years we had cap and pay go, so that an agency could not have
spending increased unless it found ways to save money within the
agency. Those rules, unfortunately, lapsed in 2002, so our equiva-
lent of cap and trade is now no longer in place. But that would be
a market-based way of encouraging agencies to find savings within
their own bailiwick, so they could increase spending on their wor-
thier programs in their own area.

Can any of the panelists help me think of other ways? Mr. Mead.

Mr. MEAD. I think generally it is more effective to use incentives
than a club. And I would like, just to bring it back home to Trans-
portation for a moment, to provide a specific example that Congress
currently has an opportunity to act on. I don’t know if you will.
When we pursue a fraud investigation, a criminal fraud investiga-
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tion, under current law if we secure a conviction and a fine, the
money comes back to the U.S. Government.

The fact is, in the highway program, you have to have the States
involved. We need the State auditors involved. We need the State
attorneys involved. In most instances when there is a fraud com-
mitted against the highway program, the damage is done most di-
rectly and immediately to the State.

I think if Congress were to pass a law that allowed the States
to retain some of the money secured in connection with the fraud
conviction, that would incentivize the States to dedicate more re-
sources to ferreting out fraud, which would in turn have a benefit
for us. So that is just one example. But it is currently an oppor-
tunity for us, I think.

Mr. COOPER. So we could incent Federalism cooperation. Any
other suggestions from the panelists?

Mr. HIGGINS. Yes. I will go back to the Department of Education.
The bureaucrats take the lead from the new leaders of the agency
when the administration changes parties or whatever. And when
this Secretary came into Education, one of the first things he did
was to established a task group of 10 to 12 career SES’s to attack
the management problems in the Department. And by doing this,
the culture in the Department of Education is changing more to
one of—they are more accountability conscious than it was 2 years
ago. So I think the key is who you are putting in these leadership
positions, and what they do is very important.

Mr. COOPER. I see that my time has expired. Thank you, chair-
man.

Mr. HASTINGS. Thank you, Mr. Cooper.

Mr. Gutknecht.

Mr. GUTKNECHT. Thank you, Mr. Chairman. And I ask unani-
mous consent that I be given 1 hour to question Ms. Corrigan. I
hear objection. But I will have a chance later on to question Ms.
Fong, so I want to get to her as well.

But let me make a couple of points, first of all. The gentleman
just said that worthy programs should perhaps be increased, and
those less worthy decreased. That is part of the problem that we
have, though; and that is, all of the programs are worthy.

And the problem is that the way they are set up is, it is sort of
this perverse incentive that no good deed goes unpunished, and if
you really save, you get punished. So in some respects we have to
change the system. One of the things, though, I think we have to
do—and this hearing is a very good start—I think we ought to have
hearings like this every 2 weeks. And I think we ought to have dif-
ferent people come and cast light on some of these things, because
I do believe that sunshine is the best antiseptic.

Let me also say that in some respects, I made the comment be-
fore, we are a little like Scrooge, you know, after he had his trans-
formation. He woke up on the day after Christmas and Bob
Cratchit came in late for work, and some of you remember what
happened. He said, “Well, Mr. Cratchit, I guess we have no choice
but to raise your salary.”

We have groups come in here, like the Defense Department.
They can’t account for something like $11 billion in assets. They
don’t know where they are. They have lost a boat. They don’t know
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where it is. And yet our answer is, well, I guess we have to in-
crease your budget. And we do that year after year.

Ms. Fong, I want to come back, and I am going to have plenty
of time to talk to you about the nutrition programs and how much
there may or may not be in terms of abuse.

One of the fundamental problems is, isn’t it, that when States
aren’t doing a good job, we increase their budget? Isn’t that a fact?
I mean, how do we ever recover from States that are doing a miser-
able job of managing these programs?

Ms. FoNG. That is one of the problems with the Food Stamp Pro-
gram. I am sure you are well aware of the system that exists cur-
rently. There are provisions in the current legislation that allow
the Department to impose penalties when the error rate goes too
high. And they also allow the States to reinvest those penalties. In-
stead of actually paying them back to the Federal Government,
they can reinvest them in their own programs. That is, in fact,
what generally occurs.

So one might ask, what kind of sanction effect does that have?
That is a very good question. My guess is that it doesn’t have much
of a deterrent effect at all.

Mr. GUTKNECHT. I think that is a pretty good guess. But some-
time in the next 2 weeks, hopefully, we can come up with some
ideas and answers and begin to create a system that invites more
accountability. Somebody used that word. And that is a very impor-
tant word. It is a word our taxpayers want to hear more of coming
from Washington.

Ms. Corrigan, I do feel—and I said this to you privately—I do
feel like Diogenes. He is the guy that went around the world look-
ing for an honest man. I finally have found someone inside the ad-
ministration who acknowledges that we pay way too much for pre-
scription drugs. I want to thank you for coming forward to say that
publicly, because for a long time I thought either I am crazy or the
rest of the Federal Government is crazy.

I want to know, exactly how did you find out what the VA is pay-
ing for drugs? Because we tried to find out from them. As a Mem-
ber of Congress, and a member of the Budget Committee, a mem-
ber of an oversight subcommittee, we could not get VA to tell us
how much they paid for their drugs.

Ms. CORRIGAN. I believe that it was part of one of our either au-
dits or evaluations. We found that in the context of that evaluation.
But I can find out. I will find out specifically how we found out.
And I will let you know.

Ms. CORRIGAN’S RESPONSE TO MR. GUTKNECHT’S QUESTION REGARDING RESEARCH
MEeTHODS OF HHS

My testimony refers to a January 2001 evaluation report in which we found that
Medicare and its beneficiaries would save $1.6 billion a year if 24 selected drugs
were reimbursed at amounts available to the VA. We obtained a file from the VA
containing second-quarter 2000 contract acquisition costs and used the Federal Sup-
ply Schedule price for comparison purposes. A conversion factor was used in some
cases to ensure that the VA price and the Medicare price were for equivalent
amounts. The report is available on our web site at http:/ /www.oig.hhs.gov /oei [ re-
ports [ 0ei—03-00-00310.pdf.

Mr. GUTKNECHT. I want to go back to the numbers you cited ear-
lier in your testimony, because I only have 5 minutes, they didn’t
give me the full hour. You said we are spending about $8.2 billion
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in Medicare today for approved drugs. You said that according to
your figures, that was about $1.9 billion more than the VA.

That is more than—I mean if my arithmetic is correct, that is al-
most 25 percent more than just the VA. Did I hear those numbers
right; $8.9 billion for Medicare-approved drugs, and that translated
to about $1.9 billion more than those drugs if they had been bought
at the VA prices?

Ms. CORRIGAN. Yes, that is basically correct. The $1.9 billion,
that is for 24 specific drugs. And the $8.2 billion is for the entire
Medicare payment for drugs, but it is the same thing.

Mr. GUTKNECHT. So it is roughly 25 percent more than just in
VA?

Ms. CORRIGAN. Yes.

Mr. GUTKNECHT. Has there ever been an analysis done between
what we pay in the United States for those drugs and what just
regular consumers can buy them for in the G8 countries?

Ms. CORRIGAN. I don’t believe we have conducted a study like
that. I don’t know whether someone else has.

Mr. GUTKNECHT. As far as I know, no one has. But what do we
need to do to get that study done? In other words, if we came to
you, or the GAO and asked for a study, would you be compelled to
do that?

Ms. CORRIGAN. Certainly, if you made a request, if the committee
made a request for us to look at that, we would want to. I think
it is an area that is very important and we would be willing to do
that, if we had the ability to do it. I just don’t know how we would
getdthose prices. But assuming we can do it, we would be happy
to do it.

Mr. GUTKNECHT. Well, I have been able to get some of those
prices, but I have a relatively small staff, and one of them happens
to speak German, so we were able to buy some drugs in Germany
and get some comparisons there. I mean, we are paying almost 2%2
times more for those drugs here in the United States than they pay
in Germany.

I do think this a very important issue, Mr. Chairman. When you
start looking at where we can save money, it may well be that
some of the programs can be difficult to find 1 percent, other pro-
grams | think the numbers are huge. And they are big numbers.
I don’t think we should just confine ourselves to an across-the-
board-type scope. I think we need to look at every program, be-
cause I agree with Mr. Diaz-Balart: to say because we can’t find
1 percent in one program, that we shouldn’t look for savings any-
Ev}llere else, it seems to me is just an abrogation of our responsi-

ility.

As I say, I think the American taxpayers expect and demand
that we find accountability in every single Federal program.

Thank you very much, and I yield back whatever time I have
left.

Mr. HASTINGS. The gentleman’s time had expired. Mr. Emanuel.

Mr. EMANUEL. Thank you. It may not be a full hour, but I will
add another 5 minutes to this, since we are both sponsors of the
same legislation, which deals with market access on prescription
drugs, getting access to the best value and allowing you to buy any-
where within the G8.
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My colleague, Mr. Gutknecht, has shown specifically where you
can buy 10 drugs, same medications in Germany, for a total of
about $300-and-some-odd dollars, here in the U.S. for $1,000; 700
bucks disparity.

And I believe that, I think it was last week or 2 weeks ago, we
had a hearing on waste, fraud, and abuse, and the comptroller
talked about not only waste, fraud, and abuse, but the other side
of the coin having to deal with economies and efficiencies. And that
is, if you can buy medications cheaper, more cost effective, whether
that 1s through negotiating bulk prices like SAM’s Clubs do, that
is what we would advocate. And the other idea is to allow you to
buy, whether it is from Canada or the other G8 countries, you
would save billions of dollars. And I think if we are going to have
the largest entitlement expansion in over 40 years, you would want
to do it to get the best bang for your buck.

Now, I am going to be a supporter if we can ask you to study
how the veterans have done something that we are prohibiting the
HHS Secretary from doing. I have full confidence in the Secretary
of HHS, Tommy Thompson’s ability to negotiate. I wish my col-
leagues on the other side would have as much confidence as I do
in a former Republican Governor, and now a member of the Cabi-
net in a Republican administration, that he can negotiate good
prices.

That I think also has the ability, as our amendment does—it al-
lows consumers, government, businesses, private insurers, to buy
the cheapest price. And so I will be a supporter of that study that
asks you to go out and review how the Veterans Administration
can buy the same types of medications to the tune of about $2 bil-
lion in savings. That is essential. So if we are going to talk about
waste, fraud, and abuse, I am sure all of you have analysis, your
remarks are focused on waste, fraud, and abuse.

There are efficiencies in economies that you can bring to that
same debate. And as I have for the Department of Education, Mr.
Higgins, a question, which is—you know, I have noticed everybody
talking about the virtues of low interest rates on student loans. I
have looked at your remarks. I wasn’t here for all of them, but I
looked at the remarks earlier. And we talked about in the housing
industry people refinancing their home mortgages. And yet every-
body is taking advantage of the free market in the refinancing of
the lower interest rates, yet we have locked students in, some stu-
dents with their student loans at 6, 62 percent, yet they are not
being allowed to take advantage of where interest rates are today
and being able to renegotiate like we have done in the home financ-
ing area.

So we have saddled families and students, who are emerging into
a bad job market, with interest rates that are 200-300 basis points
higher than you can get in the marketplace. We are not allowing
students to take advantage of the low interest rates that exist in
the market. So again, although we focus on waste, fraud, and
abuse, I would hope that we would at some point take our atten-
tion to economies and efficiencies, which is what the comptroller
said 2 weeks ago, both on the prescription drugs and on the stu-
dent loans, that we can save the government money using market
mechanisms, not mandated.
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If we are supposed to talk about the virtues of globalization let’s
bring it to the prescription drug bill. We have the largest expansion
of an entitlement in 40 years. A, we prohibit the Secretary of HHS
from negotiating best price. Yet SAM’s Clubs exist all over America
where people are negotiating best price. B, allow people to buy
from Canada, France, Germany, where the prices are cheaper. Why
would we lock them into a captive market to the highest price? Let
the free market bring prices down.

And, third, on the student loans, we are locking students in to
6%2, 7 percent interest rates, when in the marketplace they can get
them at 312, 3%a.

So I would hope in your remarks, and hopefully later, that you
would not only address waste, fraud, and abuse—because it is all
dollars and cents—that if we can find savings and efficiencies in
economies, you would also address that point to what you would do
different.

If anybody wanted to grab—you have exactly 35 seconds, or the
other 50 minutes of Mr. Gutknecht’s hour.

Mr. HASTINGS. Thank you.

Mr. EMANUEL. I will take the silence as maybe yes. That is how
my kids treat me at home.

Mr. HASTINGS. I don’t want to comment on that.

Ms. Brown-Waite.

Ms. BROWN-WAITE. Thank you very much. My question, my first
question is for Ms. Corrigan. I had a problem with
Medicare+Choice in my area where they were just moving out, and
yet they were flourishing in south Florida. I said to an
entrepreneur who owns an HMO, Why don’t you come up to north
of the Tampa area? And his response to me took me totally by sur-
prise. He said to me, I do a better job of rooting out fraud and
abuse in south Florida.

And, Mr. Diaz-Balart, I am not impugning your part of the State
at all. But he said, there is more fraud and abuse in south Florida
than anyplace. He said he does a better job of catching the fraudu-
lent providers in south Florida than the government does.

First of all, I would like your response to that.

Ms. CoORRIGAN. Well, I don’t know if that is true. If it is true, it
is very sad. I think there historically has been a lot of fraud in
south Florida. It is no surprise. Very captive beneficiary audience.
And I think that it is likely a lot of people could catch fraud there,
and that the government can always do a better job, but it has tra-
ditionally focused on that area and tried very hard there.

Ms. BROWN-WAITE. My next question to you, actually I guess I
have 3 questions now. If fraud and abuse is so rampant in south
Florida, tell me why, the way that Medicare+Choice is set up right
now, my seniors have to pay a substantial copay, whereas every-
thing is free if fraud is rampant, and yet in south Florida there is
no copay.

Ms. CORRIGAN. I don’t know the answer to that question off the
top of my head, but I can get back to you. But I will say, and I
think we may have to check with CMS, I am not sure how the
HMOs that you are talking about the ability internally to set prices
that is some way independent from CMS. So it may be that there
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are efficiencies in certain HMOs that are not in others, that have
no relationship to fraud.

But I will have to get back to you on that question.

[The information referred to follows:]

Ms. CORRIGAN’S RESPONSE TO MS. BROWN-WAITE’S QUESTION REGARDING
MEDICARE+CHOICE

Based on available data, it is our understanding that every Medicare+Choice plan
in south Florida charges Medicare beneficiaries some form of copayment or premium
charge. However, that does not mean that every service requires a copayment. The
regulations on premiums and cost sharing can be found at 42 C.F.R. section 422,
subpart G. In some situations, plans are able to offer a reduction in premiums or
cost sharing as an additional benefit. With regard to the earlier question about
fraud in south Florida, our office has been involved for several years with inter-
agency task forces formed to deal with health care fraud in that part of the State.
These task forces are led by various U.S. Attorneys and include our office, the FBI,
the State Medicaid Fraud Control Unit, and other State and local officials as need-
ed. If the entrepreneur you mentioned has information he would like to share with
us, I would be happy to coordinate a meeting with our agents in Miami or the
Tampa area.

Ms. BROWN-WAITE. My next question is for everyone on the
panel. I was a State senator, and now in Congress I regularly hear
about the problems of whistleblowers in agencies, if they go to their
superior and aren’t happy with reporting fraud and abuse and
nothing gets done, and they go higher, that virtually they become
isolated.

And I would just like to ask each and every one of you your reac-
tion to that; that being a whistleblower at the Federal level is not
a badge of courage, but rather a source of an underground dis-
cipline system. If you would begin with Transportation.

Mr. MEAD. I think there is truth to what you say. One reason
you have Inspector Generals is so that the stature of legitimate
whistleblowers is there and that retribution can’t be taken.

I think in any bureaucracy it is a good thing to have an Inspector
General operation. But I do think there is truth to what you say.
I would like to see more whistleblowers coming from the private
sector. We do—and the Federal Aviation Administration do as
well—for example, a lot of contracting. And I would like to see
more encouragement of whistleblowers at these firms that have
multibillion-dollar contracts with the Department of Transpor-
tation.

I think we always have to be vigilant, though, to make certain
that whistleblower protections are kept in place for the Federal em-
ployee.

Ms. BROWN-WAITE. Mr. Higgins.

Mr. HIGGINS. I also think there is some truth to that. In Edu-
cation, though, I have been there almost 35 years. And I only know
of one or two cases where the employees have alleged that there
was retaliation. But I do think that there is this perception among
the employees that it is not a good thing to do.

Ms. BROWN-WAITE. Ms. Fong.

Ms. FONG. Yes. We are very sensitive to the issue at USDA. I
will say that I am very pleased to learn from my staff that we get
a large number of our clues, our allegations as to wrongdoing, from
USDA employees; which would seem to indicate a certain level of
confidence on the part of Department employees in coming forth to-
ward us.
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And we do take very seriously our responsibility to protect the
identities and to go after, actively go after issues where there may
be retaliation and reprisal. And I think that has contributed to a
positive atmosphere.

Ms. BROWN-WAITE. My time is up, so I would ask Ms. Corrigan
to answer it in writing.

Mr. HASTINGS. Thank you.

[The information referred to follows:]

Ms. CORRIGAN’S RESPONSE TO MS. BROWN-WAITE’S QUESTION REGARDING
WISTLEBLOWER PROTECTION

Both the Office of Special Counsel (OSC) and my office may investigate allega-
tions of whistleblower retaliation involving employees of the U.S. Department of
Health and Human Services. However, my office only has the authority to inves-
tigate potential reprisal cases and forward the investigative findings to the Depart-
ment. The OSC, on the other hand, has a broad range of powers available in whis-
tleblower protection cases, including the ability to bring a disciplinary action against
a supervisor who retaliates against a whistleblower, to take steps to prevent future
reprisal, and to make an injured whistleblower whole. For this reason, we often ad-
vise whistleblowers who contact our office about possible retaliation that it might
be in their best interest to report the allegations to the OSC.

Mr. MEAD. I have something that I would like to add to the ques-
tion. You know, our Department, and I imagine the other depart-
ments here, we get a lot of Mr. and Mrs. anonymous complaints.
I think there is a reason why people don’t affix their name to that
complaint.

Mr. HASTINGS. Thank you, Mr. Mead.

Mr. Wicker.

Mr. WICKER. Thank you very much, Mr. Chairman, members of
the panel. I am Roger Wicker, I am supposed to be sitting down
at the end of that table there, but I sort of feel like I am sitting
in your laps if I am doing that. So that is why I am up here in
Mr. Shays’ chair.

This is a hearing about the waste, fraud, and abuse in manda-
tory programs. Let me just ask each of you if you have given any
thought—and we will start down here at this end and go from my
right to the left. Have you given any thought to whether there is
more waste, fraud, and abuse in mandatory programs as opposed
to discretionary programs? Assuming that there is more oversight
of year-to-year discretionary programs, and oversight prevents
waste, fraud, and abuse, is this something that we need to look at,
or am I just down an empty pig trail?

We will start with Ms. Corrigan.

Ms. CORRIGAN. I think that we traditionally have looked at both
the discretionary and the mandatory programs. Probably manda-
tory is about 80 percent of our budget and discretionary is about
20 percent. So your assumption is correct that the oversight over
discretionary programs is much less. But that being said

Mr. WICKER. The oversight over discretionary programs is much
less in your Department?

Ms. CORRIGAN. Yes, much. That being said, we do our best with
the limited dollars that we have to oversee those programs. But I
do think that it is going to be an area in the future where scrutiny
could be focused. For example, NIH receives a huge amount of
funding and they give many grants. We have started to do studies
and audits to see whether those grant moneys are being spent
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properly. Many of the discretionary programs that we look at are
grant programs.

So again, our role is to look at where are those grant funds
going; how are they being spent? And we expect to find some prob-
lems. It isn’t an area that has been focused on a lot in the past,
but we feel like it is an area that is a huge part of the Department,
and it merits a really good look, like we do to the mandatory pro-
grams.

Mr. WICKER. So that I can move along, Ms. Fong, are mandatory
programs more or less susceptible to waste, fraud, and abuse than
discretionary programs?

Ms. FONG. I don’t think we have done an analysis coming from
that perspective per se. We do look at the full range of programs
within USDA and we have talked about the mandatory ones today,
food stamps and some of the others.

There are other programs that are discretionary; the WIC Pro-
gram—Women, Infant and Child Feeding Program—the rural pro-
grams, housing, loans and some of the other farm programs where
there are examples of fraud, waste, and abuse also. We have done
substantial work in those programs as well. So I would say, you
know, the opportunity exists in all of the programs of the Depart-
ments.

Mr. HIGGINS. For the Department of Education, 93 percent of
what we find in sustained questioned cost, civil cases and criminal
cases, is in the mandatory programs. But, we also devote the ma-
jority of our resources to the mandatory programs because that is
where the dollars are in the Department. That is where the big
risk is in this Department. So I don’t know if you can make the
correlation.

Mr. WICKER. It is like the bank robber; that is where the money
is.

Mr. MEAD. In the context of the Department of Transportation,
I think probably most of it is. Like if you take the highway pro-
gram, people automatically get the money. You automatically get
the money, I think there is likely to be a little more abuse of it.
And I think the same is true—FAA has a mandatory component to
the airports. I think you would probably find that things were a lit-
tle looser there in terms of the level of oversight.

Mr. WICKER. Alright.

Well, let me then just briefly direct a question to Ms. Corrigan.
At a previous hearing, I raised the question of whether any atten-
tion has been given to the issue of medical errors being paid for—
well, causing a double payment under Medicare. And basically here
is my question.

A physician or provider commits a medical error. That procedure
is paid for under Medicare. Then the corrective procedure is also
done by a provider or a hospital, and often the same one. And that
procedure is paid for under Medicare.

Do you have any information about that? Have you given any
thought to it? Isn’t this something that we need to look into?

Ms. CORRIGAN. It is a very legitimate concern. And, in the case
that comes into my head, there was a class action suit for bene-
ficiaries who had hip replacement surgery, and because there were
actually defects in the hip replacement, the surgeries had to be per-
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formed twice. The question was whether the manufacturer should
be paying for the first one or the second one.

It is the same thing that you are saying. Should Medicare being
paying twice? And that is what comes into my own mind. I don’t
know if there has ever been a study or an evaluation by my office
on that issue. But, I think it is just a very different way of looking
at the abuse or waste issue that we can certainly look into.

Mr. WICKER. Well, it would, it seems to me, be thinking outside
the box. I can’t give myself credit for thinking of the idea to begin
with. But what would it take—and the Chair is indulging me for
a second here—what would it take for you to feel like you were di-
rected to look into this question? Would this committee have to
make?a formal request? Could one Congressman make such a re-
quest?

Ms. CORRIGAN. The committee would make a request, is my un-
derstanding.

Mr. WICKER. Thank you very much, Mr. Chairman.

Mr. HASTINGS. Thank you. Next, Mr. Hensarling.

Mr. HENSARLING. Thank you, Mr. Chairman. The good news is
I appear to be your last questioner. The bad news is, inasmuch as
I was attending a Financial Services Committee meeting today, I
missed your testimony, so please forgive me if these questions are
redundant, but at least they will be very helpful to my education.

In some of the written testimony and testimony that this com-
mittee has received in the past, we have seen where HUD lost
roughly 10 percent of their entire budget in erroneous payments.
I believe it was 2 years ago, roughly $3 billion; apparently Medi-
care had $13.3 billion in overpayments last year, we had $1.4 bil-
lion in erroneous payments in the Food Stamp Program, I believe
that is approximately 9 percent of the program—29.3 billion in erro-
neous payments in the earned income tax credit.

We had apparently 25 percent of the people who had student
loans that were forgiven because of disability were found to actu-
ally hold full-time jobs.

There seems to be a constant thread that runs through this, and
that is that in many government programs we are just seeing any-
where from 10 to 30 percent of waste, fraud, and abuse.

Now, previous to being elected to Congress, I was a small busi-
nessman. And I can tell you out in the business world, if 10 to 30
percent of your money just disappears, either you go broke or some-
body goes to jail. And in the culture of Washington, DC, it seems
to be an excuse to ask for even more money next year. So I have
several questions that follow from these observations.

And No. 1, is it your observation that indeed most of the pro-
grams that you oversee see these levels of money being lost? If each
of you could address the question. Mr. Mead.

Mr. MEAD. I don’t know if it is on the order of 30 percent. But
yes, I gave an example in my testimony of the FAA acquisitions
program, where you have $4.3 billion in cost overruns in air traffic
control acquisitions, which equates to over 100 percent of an entire
year’s budget for air traffic control acquisitions.

Mr. HiGGINS. Well, as I have said before, the Department itself
estimates that in fiscal year 2002, the erroneous and improper pay-
ments were $401 million. We think that is a conservative figure.
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Again, I hate to keep on bringing this up, but if we had the IRS
match, 366 million of that would be potentially eliminated.

Ms. FONG. As you mentioned in the Food Stamp Program, the
Department has acknowledged an error rate that ranges over the
last few years between 8 and 11 percent. So that is clearly on the
record. In the school lunch and breakfast program, there is infor-
mation that indicates that there are substantial overpayments
being made. So there is a significant level of concern here.

Ms. CORRIGAN. In the Medicare program, the Medicare fee-for-
service error rate has declined over the past 7 years from about 14
percent in 1996 to 6.3 percent last year. And while 6.3 percent rep-
resents a lot of money, it is a significant step toward the right
thing, which is to really reduce these errors.

Mr. HENSARLING. Given these rates of error or fraud or waste,
can you tell me what percentage of the budgets of your depart-
ments are devoted to policing and ferreting out the waste, the
fraud, the abuse, the errors? Starting with you, Mr. Mead.

Mr. MEAD. Less than 1 percent. In fact, this may sound self-serv-
ing, you look at the IG budgets, you look at the financial benefits
you get out of them, they are worth every dollar you put into them.
In terms of the return, there are very few places you get a return
on your investment like that.

Mr. HiGGINS. Well, the second area where we think the Depart-
ment could have the most impact, is if they increased the moni-
toring that they are doing. We have seen a large drop in the
amount of monitoring from 5, 6 years ago. I don’t have an exact
percentage on how much effort is spent on this, though.

Mr. HENSARLING. Well, seeing as how I am down to 8 seconds,
Ms. Fong.

Ms. FoNG. I don’t have exact numbers either. I do know that the
Food and Nutrition Service has, in response to our recommenda-
tions, increased its monitoring of providers to deal with some of
these issues.

Ms. CORRIGAN. I can certainly get you those numbers. But, for
example, CMS has a program integrity section that is devoted to
looking for the types of things that you are talking about, in addi-
tion to the Office of the Inspector General, plus other programs
have little pieces that also help in the effort. But, I am sure it is
still a significantly small proportion of the budget overall.

Mr. HENSARLING. I am out of time. Thank you.

Mr. HASTINGS. Thank you, Mr. Hensarling.

I want to thank the panel for their testimony and for the mem-
bers’ interaction on this. I would agree with my colleague from
Minnesota, Mr. Gutknecht, that we should have more of these.
And, in fact, there are more of these that are planned, because as
I mentioned in my open remarks, this is one area that you don’t
have to draw a real picture for the American people to understand.
And I think to the extent that we can get a handle on this, I think
everybody will be better off for that.

So I want to thank the panel for your testimony here today.
Maybe sometime in the future you will be called back. But with
that, we will dismiss the first panel. Thank you very much.
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I would like to call the next panel forward, consisting of one indi-
vidual, Mr. Leonard Burman. Mr. Burman, if you would take your
seat. Thank you very much for being here.

Mr. Burman is a senior fellow with the Urban Institute, and he
is the Co-director of the Tax Policy Center, research professor at
the Georgetown Public Policy Institute.

Thank you very much for your indulgence earlier with that break
in the first panel. Sometimes that prolongs the process. But I want
to thank you very, very much for being here. And as per our rules
with the first panel, Mr. Burman, you will have 10 minutes to take
however you want.

And with that, I will just introduce you. Mr. Burman.

STATEMENT OF LEONARD E. BURMAN, PH.D., SENIOR FELLOW,
URBAN INSTITUTE

Mr. BURMAN. Thank you, Mr. Chairman, Mr. Spratt, and distin-
guished members of the committee. I want to thank you for invit-
ing me to share my views on waste, fraud, and abuse in the tax
system. I applaud the committee for its recognition that fraud is
not only a problem on the spending side of the ledger, but also ap-
pears on the tax side. And as I will explain, there are some serious
numbers involved here.

Mr. Chairman, in an earlier hearing on the same subject, you
noted that, quote, “wasteful Washington spending is not a Repub-
lican problem or a Democrat problem.” When I was looking at this
issue, it struck me that tax evasion is exactly the same situation.
Whether you seek a larger role for government or you favor smaller
government and lower taxes, tax evasion undermines your objec-
tives.

In brief, here are my main points. Tax evasion is a huge problem
costing the Treasury and honest taxpayers that get stuck with the
disproportionate load hundreds of billions of dollars a year. The
IRS needs more resources, and it needs to be able to focus those
resources on addressing the most serious elements of noncompli-
ance.

And although the IRS is doing many things right in this area,
its preoccupation with the EITC noncompliance is not one of them.
The EITC noncompliance is, unfortunately, a symptom of systemic
problems and the appropriate solution is a broad based attack on
noncompliance and the causes of noncompliance throughout the in-
come tax system.

Former IRS Commissioner Charles Rossotti, estimates that in a
given year the IRS assesses almost $30 billion in taxes that it will
never collect. This isn’t a theoretical measure of tax evasion. The
$30 billion represents underpayment of tax that the IRS has identi-
fied but can’t collect because its staff is spread so thin. Rossotti es-
timated that it would cost about $2.2 billion to collect that money.
So in net there is $28 billion waiting for the IRS to collect.

It is also serious money. If we can collect these assessments, we
could raise enough money over the next decade to pay for the new
prescription drug benefit under Medicare. That is more than the
entire cost of the tax bill that was just enacted last month.

But even this amount is tiny compared to the entire tax gap that
is the IRS’s measure of total taxes due but not collected. The IRS
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estimates that $232 billion in taxes, almost 15 percent of the total
due in 1998, were never collected. A figure at the end of my testi-
mony, Figure 1, shows the composition of that gap.

These estimates are highly uncertain, because the IRS stopped
systematically measuring tax compliance for all but working poor
people after 1988, but it suggests that tax compliance is a huge
problem, and there is a lot of evidence that it has been growing.

My written testimony discusses several reasons why the gap is
so big. The main reason is that the IRS doesn’t devote enough re-
sources to audits and compliance activity. Its main responsibility is
to run processing and customer service, answering telephones, et
cetera. Compliance is the residual category and audits get squeezed
when there are budget cuts or the IRS is asked to do other things.

And unfortunately, the IRS is often asked to do other things. As
an example, the tens of millions of special refund checks that the
IRS is rushing to get out right now, the advance payment on the
tax cut that was just enacted, are likely to draw resources out of
the residual category, tax compliance.

Tax evasion matters not just because it costs the government
money, but it is also unfair. It costs revenues that could be used
to make the tax system better, to pay down the debt or to provide
additional government services. It wastes resources; that is, it
hampers economic growth. It feeds on itself, reducing respect for
the integrity of the tax system and leading to more cheating.

The IRS is doing a lot of sensible things to stem evasion. They
are raising the probability that people will be caught. They have
asked for a significant budget increases to increase compliance.

But the EITC compliance initiative is an exception. Now, admit-
tedly, EITC noncompliance appears to be a problem. The IRS esti-
mates that somewhere between 27 and 31 percent of earned income
tax credits were issued erroneously in 1999 either because of tax-
payer confusion or fraud. They estimate the EITC compliance gap
at $7.8 billion in 1998. That is the number that corresponds to the
table at the end of the testimony. For various reasons, that is likely
to be an overestimate of the current problem. But even if taken at
the face value, the $7.8 billion estimate is only about 0.5 percent
of revenues or 2.8 percent of the total tax gap. EITC enforcement
accounts for 3.8 percent of the total enforcement budget in 2003.
Indeed, the IRS has requested a 68.5 percent increase in its EITC
enforcement budget, while increasing other enforcement by only 3.3
percent.

I should point out, with some embarrassment, that there is a
typo in the testimony that you have, that the 3.3 percent number
was overstated in that version. In fact, the increase in the EITC
enforcement would account for 45 percent of all new compliance
dollars.

On the previous panel, someone was talking about his experience
as a small businessman. I talked to a former student yesterday,
and I talked to her about what I was going to testify on. She had
run a business. I told her that there are $30 billion in uncollected
assessments that the IRS can’t collect, and they are spending most
of their new resources trying to figure out how to find noncompli-
ance among the working poor.
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She said that she would never run a business that way. You go
after the big debts first, and the small fish last.

Now, I admit to being a big fan of the earned income tax credit.
As an economist, I have a great respect for the efficiency of mar-
kets, but I also recognize the market outcomes aren’t always fair.
Some people can work as hard as they can and never earn more
than $5 or $6 an hour.

The EITC helps hardworking poor people to feed their families
without interfering with the market determination of wages. That
is why Ronald Reagan called it the best antipoverty program there
is.

The apparently high rates of noncompliance for the EITC are
troubling, for two reasons. First, cheating is wrong no matter who
does it. Second, noncompliance threatens to undermine political
support for a program that helps millions of people.

But it is necessary to put the noncompliance statistics in context.
It is likely that much of the EITC noncompliance reflects compli-
ance problems that are endemic to the entire income tax. If that
is true, then targeting compliance activity of the EITC participants
alone doesn’t make a lot of sense. A lot of the noncompliance has
to do with the definition of an eligible child for purposes of the
EITC. If people think that they can get away with it, some will
claim child benefits to which they are not entitled. And that hap-
pens throughout the tax filing population.

In 1986 the IRS started requiring taxpayers to list the Social Se-
curity numbers of their kids on tax returns. Overnight, 7 million
dependents vanished. Treasury economists looked at the data on
the EITC, and they looked at mistakes people made with eligible
children, for the EITC, and they also looked at mistakes they made
in claiming dependent exemptions. What they found is on those re-
turns, people were more likely to make mistakes with dependent
exemptions, and it is likely that this kind of problem exists
throughout the tax filing population.

The study by these two Treasury economists also found on the
EITC there was homemade marriage penalty relief. People pre-
tended not to be married to claim more EITC.

Now, we don’t have any data on this for higher-income people,
because the IRS doesn’t do systematic compliance assessments for
higher-income people although they are planning to, going forward.
My guess is that there are problems with roll your own marriage
penalty relief with higher-income people as well, and chances are
that any approach to that should be systematic and not just for low
income people.

Some EITC recipients misstated their income. The ones most
likely to do that were the self-employed. Based on very, very old
compliance data, we know that self-employed people are also most
likely to misstate their income for regular tax purposes.

There is a lot of evidence that some EITC noncompliance is unin-
tentional. The program is complicated. These people have com-
plicated lives. The solution to that is probably to make the program
simpler. And also education and outreach.

Congress and the IRS have both taken steps to improve compli-
ance. But the IRS is about to start a new precertification program
for the EITC. Certain people will have to prove they are eligible be-
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fore they can claim the credit. Although it would probably improve
compliance, it would also significantly reduce participation in the
program and might not save the government much money.

Those two Treasury economists compared the overall costs of the
EITC, including the cost of noncompliance, with the cost of pro-
grams like food stamps and welfare. And they found that the over-
all costs are very similar. So the net effect of spending a whole lot
of money on precertification might be to scare away a lot of eligible
participants without actually making the program, overall, much
more efficient, which would be a problem.

There are real issues in subjecting the EITC recipients to a
precertification process that doesn’t apply to other tax filers. We
don’t do that anywhere else in the tax system, even though we
know there are lots of sources of noncompliance.

The IRS’s proposed strategy now is to select about 45,000 single
fathers and grandparents and other adults and have them prove
that the child lives with them. Bob Greenstein has documented all
the ways in which that is not going to work. Basically, a child liv-
ing with her grandparent and who goes to an uncertified day care
center, would not have any way of proving to the IRS’s satisfaction
that she is eligible. At a minimum, we should check that
precertification meets its objective before subjecting 2 million or
more taxpayers to it.

That concludes my testimony. And I would be pleased to answer
your questions.

Mr. WICKER [presiding]. Thank you very much.

[The prepared statement of Mr. Burman follows:]

PREPARED STATEMENT OF LEONARD E. BURMAN, SENIOR FELLOW, THE URBAN INSTI-
TUTE, CO-DIRECTOR, THE TAX PoLiCY CENTER, RESEARCH PROFESSOR, GEORGE-
TOWN PUBLIC POLICY INSTITUTE

Mr. Chairman, Mr. Spratt, and distinguished members of the committee, thank
you for inviting me to share my views on waste, fraud, and abuse in the tax system.
The views I express are mine alone and should not be attributed to any of the orga-
nizations with which I am affiliated.

I applaud the committee’s efforts to rein in waste, fraud, and abuse, and its rec-
ognition that fraud is not only a problem on the spending side of the ledger, but
also appears on the tax side. Indeed, there is overwhelming evidence that tax fraud
is epidemic, and the IRS has already identified tax underpayments that dwarf any
amounts the distinguished Inspectors General who testified on the first panel are
likely to unearth in their examination of cash transfer programs. The main issue
is whether the IRS can deploy its resources to effectively collect a larger share of
taxpayers’ legal obligations.

Mr. Chairman, in an earlier hearing on the same subject, you noted that “wasteful
Washington spending is not a Republican problem or a Democrat problem.” T will
argue that the same may be said for tax evasion. Whether you see a larger role for
government or favor smaller government and lower taxes, tax evasion undermines
your objectives.

I'd like to start with some startling statistics on tax evasion. I will then turn to
the argument for trying to stem it, and discuss why IRS efforts so far have been
disappointing. I will then focus on specific issues related to the earned income tax
credit (EITC), since that program has been the center of a disproportionate amount
of IRS compliance activity and current compliance plans raise many issues.

I. THE SCOPE OF THE TAX EVASION PROBLEM

Former IRS Commissioner Charles Rossotti (2002) estimated that in a given year,
the IRS assesses almost $30 billion of taxes that it will never collect. This is not
theoretical tax evasion. The $30 billion represents underpayments of tax that the
IRS has identified, but cannot collect because its staff is spread so thin. Rossotti
estimated that it would cost about $2.2 billion to collect that money. If you accept
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that estimate, there is almost $28 billion in tax fraud and errors that are identified
and ripe for collection.

Assuming that the amount grows with GDP, collecting on assessments would,
over the next decade, cover the entire cost of the new prescription drug benefit
under Medicare (although not the superfluous new savings accounts in the House
version of the bill). It is more than the entire cost of the Jobs and Growth Tax Rec-
onciliation Act of 2003 as scored by the JCT (although not enough to finance the
extension of the myriad expiring provisions). It is serious money.

But it is tiny compared with the entire “tax gap”—the IRS’s estimate of total
taxes due but not collected. The IRS estimated that $232 billion in taxes were due
in 1998, but never collected. (See Figure 1.) These estimates are highly uncertain
because the IRS stopped systematically measuring tax compliance for all but work-
ing poor people after 1988, but it suggests that tax compliance is a huge problem,
and it has been growing.

According to Commissioner Rossotti, “Despite significant improvements in the
management of the IRS, the health of the Federal tax administration system is on
a serious long-term downtrend. This is systematically undermining one of the most
important foundations of the American economy.”

Why is the gap growing? To begin with, the number of tax returns has been grow-
ing much faster than the IRS staff. This has occurred for several reasons. There are
more head of household and single returns and fewer married filing joint returns
because couples are marrying later, if at all, and the divorce rate is rising. Also,
many more children are filing tax returns. (Plumley and Steuerle, forthcoming).

Moreover, after steady growth in compliance resources through the 1980s, IRS
staff dedicated to compliance and enforcement plummeted in the 1990s. Between fis-
cal years 1992 and 2001, the IRS workload increased by 16 percent while its staff
declined by 16 percent. Field Compliance personnel fell by 28 percent—more than
8,000 FTEs—between fiscal years 1992 and 2002.

The effect on examinations is even more striking. According to the Internal Rev-
enue Service (2001), the number of field examiners fell by almost two-third between
1997 and 2000. The number of collection cases closed fell by nearly half over the
same interval. The number of criminal tax cases not related to income from illegal
activities fell by more than two-thirds, from 1,498 in 1997 to 409 in 2000.

A large part of the problem, according to the Commissioner, is “unrealistic as-
sumptions about such items as pay raises, inflation and other mandates, including
specific mailing and notification requirements.” In the late 1990s, a key factor was
the taxpayer bill of rights, which required the IRS to answer its telephones and
focus its efforts on “customer service.” The better service, while surely welcome,
came at the expense of audit activity. This decade, Congress has twice mandated
that the IRS interrupt its ordinary operations to mail out springtime checks to most
taxpayers—advance payments on the low-end tax rate cut in 2001 and on the child
credit increase in 2003. Without a supplemental appropriation to pay for additional
staff, the staff managing these huge mailings must come out of existing employees,
typically compliance staff.

Finally, the opportunities for evasion have been growing. While the overall num-
ber of returns grew by 16 percent, the number of tax returns reporting more than
$100,000 of income grew by 342 percent. These people who face the highest mar-
ginal tax rates have the most to gain from tax evasion, and the most opportunities
to engage in it. Commissioner Rossotti reported that “enormous amounts of money
**% flow through ‘pass-through entities’—such as partnerships, trusts, and S-cor-
porations,” which are ideally suited to hiding income. In tax year 2000, pass-
throughs accounted for 4.8 million tax returns with over $660 billion of income.

Commissioner Everson has taken up where Mr. Rossotti left off calling for a re-
newed focus on enforcement: “***(T)he IRS is committed to ensuring everyone pays
his or her fair share, including those who have the resources to move money off-
shore or engage in abusive schemes or shelters. We must focus our efforts on achiev-
ing greater corporate accountability and ensure that high-end taxpayers fulfill their
responsibilities. Honest taxpayers should not bear the burden of others who skirt
their responsibility.”(May 20, 2003.)

II. WHY TAX EVASION MATTERS

Tax evasion undermines the tax system in numerous ways. It is unfair. It costs
revenues that could be used to make the tax system better, pay down the debt, or
provide additional government services. It wastes resources—i.e., hampers economic
growth. And it feeds on itself, reducing respect for the integrity of the tax system
and leading to more cheating.
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Tax evasion is fundamentally unfair: unless they are caught, cheaters pay less tax
than their law-abiding neighbors. But Figure 1 shows that getting caught is highly
unlikely. Of the $282 billion of taxes not paid on time in 1998, only about $50 billion
was eventually collected, and about half of that was voluntarily remitted by tardy
taxpayers. Thus, the IRS only collected about 10 percent of underpaid tax through
enforcement activity. The individual audit rate has fallen from 2.15 percent in 1978
to 0.58 percent in 2001. Almost 4 percent of individuals with business income were
audited in 1995, because they were known to be comparatively noncompliant. That
rate fell in half—to 2 percent—in 2001. In 1993, more than 3 percent of corporate
income tax returns were audited. By 2001, despite a well publicized epidemic of
questionable and illegal corporate tax shelters in the late 1990s, less than 1 percent
of corporations were audited. (Indeed, that statistic makes one suspect that the cor-
porate tax shelter boom was fed by the IRS’s apparent indifference.)

Tax evasion undermines both Republicans’ and Democrats’ notion of a good gov-
ernment. The lost tax revenue inevitably means higher taxes on law-abiding citi-
zens, less government services, or both. If we could close half of the tax gap, the
IRS could raise close to $150 billion on tax year 2003 returns (assuming that the
tax gap grows at the same rate as GDP). Over the decade, collections would increase
by something like $1.7 trillion—the entire cost of the 2001 tax cut as scored by the
JCT. With that money, we could (1) eliminate more than two-thirds of the public
debt according to CBO projections, or (2) cut income tax rates across the board by
more than 10 percent, or (3) provide health care for the uninsured and a generous
prescription drug benefit under Medicare, or (4) fully fund the transition to indi-
vidual accounts under Social Security. I don’t mean to endorse any of these policy
proposals (my four kids, however, think that paying down the debt is a very good
idea), but they illustrate that this huge hole in our income tax is keeping us from
getting the government any of us wants.

Second, some argue that tax evasion might be OK because it lowers tax burdens.
That argument is obviously false in the aggregate-tax evasion simply reallocates tax
burdens from noncompliant to compliant taxpayers. But, it also is a uniquely ineffi-
cient way to cut taxes. Companies alter their business practices to hide income from
the IRS, as Bob McIntyre explained in his testimony in the earlier hearing. A good
tax system interferes as little as possible in businesses’ and individuals’ decisions,
but abusive tax shelters virtually always involve substantial distortions. Some com-
panies now view their tax departments as profit centers—that is, they make money
by hiding it from the IRS rather than by producing more and better products. Indi-
viduals make investment decisions not based on where they will earn the highest
pre-tax rate of return, but where they can make the most money after subtracting
taxes, promoters’ fees, and legal fees. Thus, money is not going to where it can
produce the most return, but to where it can produce the most tax savings. More-
over, the fees paid to tax shelter promoters, unethical lawyers, financial wizards,
etc. are a pure waste of resources. Most of these intermediaries could be doing pro-
ductive work if inadequate enforcement did not make tax evasion so lucrative.

In contrast, if the IRS stems tax evasion and uses the money to pay for debt re-
duction or tax rate cuts, the economy is sure to grow faster. First, there would be
fewer distortions from the tax shelter arrangements. Second, debt reduction would
reduce government crowding-out of private investment: that is, it would lower inter-
est rates, making capital less costly for businesses. Or tax rate reductions would re-
duce the incentive to avoid tax by working less, saving less, or engaging in legal
or illegal tax shelters.

Finally, tax evasion can create a vicious cycle of growing disrespect for the tax
system, which undermines voluntary compliance. The IRS has some evidence that
this is happening now from Roper surveys they commissioned in 1999 and 2001. In
1999, 87 percent of respondents said that cheating on taxes was unacceptable; in
2001, only 76 percent. In 1999, 96 percent of respondents agreed that it is every-
one’s duty to pay their fair share of taxes; in 2001, 91 percent. And, in 2001, re-
spondents were skeptical that cheaters would be caught. A plurality of respondents
(37 percent) said that cheaters were less likely to be audited in 2001 than in the
past. Only one in three thought the odds of detection had increased.

III. SOLUTIONS

What can be done about the epidemic of tax evasion? Two things can deter those
who are inclined to cheat: a high probability of detection and a high penalty if
caught. In this regard, the first order of business ought to be to make sure that,
barring extenuating circumstances, everyone who is caught underpaying their tax
is made to pay what they owe. Correcting the alarming statistics reported by Com-
missioner Rossotti should be the first order of business: (1) 60 percent of identified
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tax debts are not collected; (2) 75 percent of identified nonfilers are not pursued;
(3) 79 percent of taxpayers who use known abusive devices to avoid tax are not pur-
sued; (4) 78 percent of taxpayers identified through document matching programs
are not pursued; and (5) 56 percent of noncompliant taxpayers with incomes over
$100,000 get off scot-free.

Given the large amounts of money involved, it should be possible to solve this
problem without costing anything. One option would be to raise the penalties and/
or interest for taxpayers once they are identified as noncompliant. The clock on
these excess penalties could stop for nonfrivolous legal challenges, but taxpayers
who decided to try a rope-a-dope strategy with the IRS would find it unprofitable.
A second option would be to allow the IRS to divert a fraction of the revenues it
collects from enforcement action into a trust fund that could be tapped to pay for
other enforcement activities. (Since money is fungible, this strategy only works if
the Congress does not cut the rest of the IRS’s budget at the same time that they
are tapping the trust fund to finance enhanced enforcement.)

The IRS is taking steps to raise the probability of detection, which is good, both
by expanding its document matching program and increasing the number of exam-
iners (although the latter might be derailed by the rebate program and other com-
peting demands for scarce resources). It is well known that compliance is much
higher when the IRS has an independent source of verification.

There is, of course, a risk that compliance activity could go too far. Arguably, that
is why the Congress terminated the taxpayer compliance measurement program
(TCMP), which involved highly intrusive random audits. Arguably, the taxpayer bill
of rights was aimed at redressing a system that favored the tax collector too much
at the expense of law abiding citizens. Unfortunately, the resources to protect tax-
payer rights came out of the resources used for enforcement, so the balance may
have shifted too far in the other direction.

Given scarce resources, it is important that the IRS targets them where the payoff
is greatest. The TCMP was designed to allow that, but was terminated because it
was too intrusive on lawful taxpayers. The IRS is now engaging in a new audit
strategy called the National Research Program, which will adjust audit rates based
on the yield from less intrusive audits—many of which will not involve any taxpayer
contact unless a problem is discovered. This is clearly a promising approach to bal-
ancing taxpayer rights with the imperative to improve collections.

IV. THE EITC COMPLIANCE PROGRAM

Amid all this enlightened activity by the IRS, one example stands out as a
misallocation of resources and a failure to balance the rights of taxpayers against
the need for enforcement—the EITC compliance initiative. EITC noncompliance ap-
pears to be a problem. The IRS estimates that somewhere between 27 and 31 per-
cent of earned income tax credits were issued erroneously in 1999, either because
of taxpayer confusion or fraud. They estimate the EITC compliance gap at $7.8 bil-
lion in 1998 (See Table 1), about 0.5 percent of revenues and about 2.8 percent of
the total tax gap. But EITC enforcement accounts for 3.8 percent of total enforce-
ment budget in 2003. Indeed, the IRS has requested a 68.5 percent increase in its
EITC enforcement budget, while increasing other enforcement by only 3.3 percent.
In fact, the increase in EITC enforcement would account for 45 percent of all new
compliance dollars. (Internal Revenue Service 2003) On its face, this seems like an
inefficient way to spend scarce compliance resources.

The apparently high rates of noncompliance are troubling, but it is necessary to
put them in context. Indeed, it is likely that much EITC noncompliance reflects
compliance problems that are endemic to the entire income tax. If that is true, then
targeting compliance activity at EITC participants alone may not be the most effec-
tive use of IRS resources.

The IRS’s current compliance initiative, which will for the first time since 1988
collect information about other than low income taxpayers, may help resolve some
of these issues.

A. EITC Noncompliance in perspective

Two Treasury economists (Holtzblatt and McCubbin, forthcoming) used data from
the IRS’s 1999 EITC compliance study to draw out some comparisons between EITC
compliance and compliance with other tax provisions that require some definition
of an “eligible child.” Of children claimed for both the EITC and the dependent ex-
emption (97 percent of “qualifying children” claimed for EITC were also claimed as
dependents), more tax filers failed the test for dependency status (for the exemption)
than the test for qualifying child (for the EITC). It is striking that one-third of chil-
dren were claimed in error for the dependent exemption, the EITC, or both. How-
ever, while 6 percent qualified as a dependent but not as an EITC-qualifying child,
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11 percent (almost twice as many) were eligible for qualifying child status but not
for a dependent exemption. That is, there were more children claimed in error as
a dependent for purposes of the exemption than as an EITC-qualifying child. An ad-
ditional 17 percent of children were ineligible for both.

While this level of noncompliance with both provisions is troubling, the statistics
only apply to low income tax filers who were audited as part of the EITC compliance
program. These statistics raise the question of whether higher income people have
the same propensity to claim dependent exemptions for children who do not qualify.
There is some historical evidence (from 1986) that people are prone to cheat with
dependent exemptions when they think they can get away with it. In that year, five
million children disappeared when the IRS started requiring reporting of Social Se-
curity numbers to verify dependent exemptions (Graetz 1997).

The ineluctable conclusion is that there are likely to be many dependents claimed
incorrectly at all income levels—not just among the poor. Thus, the relevant policy
response would be to study compliance in the entire taxpaying population, not just
among low income people.

Another fascinating set of statistics drawn from the EITC compliance data relates
to homemade marriage penalty relief. In 1999, 0.5 million people filed as head of
household when they were actually married and living together, possibly to avoid
EITC marriage penalties. Another 0.4 million filed as single when they should have
claimed another unspecified status. Three-quarters of a million filed as head of
household when they lived apart from their spouse for at least part of the year, but
were still married and should have filed as married filing joint or married filing sep-
arate. The obvious question is the extent to which this type of roll-your-own mar-
riage penalty relief occurs among higher-income taxpayers (who often have a far
greater incentive to misstate their filing status).

Some EITC recipients with income in or beyond the phase out range of the credit
underreported their income and thus increased their tax refund. Half of the unre-
ported income was from self-employment, consistent with ancient evidence from the
TCMP that self-employment income is an area of rampant evasion. Again, while the
noncompliance among EITC recipients is troubling, there is no reason to think that
it is any worse than exists among the taxpaying public generally.

B. How much noncompliance is intentional?

A key question is how much of EITC noncompliance is intentional, and how much
inadvertent. If intentional tax evasion is rampant, then the solution is to ramp up
enforcement. However, if a major source of noncompliance comes from taxpayer con-
fusion, then education, assistance in preparing tax returns, and simplification of the
tax law would be better-targeted policy responses.

Janet McCubbin (2000) reported that at least 28 percent of qualifying child errors
are systematic, and thus intentional attempts to overclaim the EITC. Some of the
remaining 72 percent may be influenced by other elements of code, such as the de-
pendent exemption. How many of the 72 percent are simply confused tax filers?

There’s certainly evidence of confusion. As Holtzblatt and McCubbin report, the
IRS mailed notices to 194,000 taxpayers who appeared to be eligible for the EITC
based on income and the presence of dependent children reported on their 1998 re-
turn. About one-third responded requesting the credit. The IRS also sent 680,000
notices to low-wage single filers notifying them that they appeared to be eligible.
About 45 percent of them responded requesting the credit. The people who only re-
quested the credit after being notified by the IRS almost surely underclaimed the
ﬁreditdunintentionally. Some of those who overclaimed are surely similarly unin-

ormed.

It is also worth mentioning that not all of the EITC tax gap would be collected
if EITC enforcement were perfect. In many cases where one person wrongly claims
the EITC as the eligible custodial adult, another person might be eligible for an
EITC, albeit possibly a smaller one. We have no evidence on whether someone else
is eligible for the EITC when a person is found to be disqualified, although this is
clearly an important measure of the costs of noncompliance to the Treasury. In addi-
tion, because of flaws in the design of the compliance studies, it is possible that ac-
tual noncompliance is much less than the IRS estimates. (Greenstein 2003b.)

C. Addressing EITC noncompliance

As in other areas of the tax law, there is a trade-off between administration and
compliance costs on the one hand and targeting, compliance, and participation on
the other. The question for policy makers is how to strike the right balance. The
IRS could audit every return, which would minimize noncompliance, but would
maximize enforcement and compliance costs. At the other extreme, the IRS could
make all low-earning families eligible for EITC, without regard to children, which



149

would also reduce noncompliance, but at great cost in terms of tax revenues. In that
context, one might argue that the current system does not do a bad job of balancing
competing objectives.

The compliance problems with EITC may be viewed as comprising two parts, each
of which has a specific policy implication: systemic problems and those specific to
the EITC. There are errors and fraud that are endemic to the income tax, such as
children claimed incorrectly, understated income, and incorrect filing status. The so-
lution to that problem is system-wide enforcement, not a specific EITC compliance
program. Indeed, targeting scarce enforcement resources on low-wage returns to
catch systemic noncompliance would be a highly inefficient audit strategy, since so
much more money is at stake on the high-income returns.

Certain errors are specific to the EITC. For example, a major factor in the 1999
data involves parents who violated the confusing AGI tie-breaker rule or were dis-
qualified because of too much non-cash earned income (such as pensions, parsonage
benefits, and the like). In these cases, Congress ultimately decided that the tar-
geting rule was not worth the cost and the rules were simplified to reduce chances
of inadvertent errors.

A similar example is the inconsistent definition of a child for different purposes.
The Treasury has proposed rules to make the definitions more consistent and intu-
itive, and the Senate included them in the Relief for Working Families Tax Act Of
2003, but they have not yet been enacted. (Treasury 2002). Further simplifications
would be possible, such as automatically allowing a dependent to be a qualifying
child for EITC purposes so long as the other parent does not claim the child for the
EITC. These simplifications all involve some cost in terms of tax revenues, but they
would significantly reduce confusion for low income working families who do not
tend to think like tax lawyers.

Another promising approach is to enlist the help of those who prepare tax returns
for low income people. Almost two-thirds of EITC returns are prepared by paid pre-
parers. IRS statistics show that more competent preparers—accountants, lawyers,
enrolled agents, major tax preparation firms—produce returns with fewer errors
than less competent preparers. Volunteer tax preparers have the lowest error rate,
although the sample is too small to draw firm inference. It is at least possible that
spending more time on tax returns reduces the likelihood of errors. It is also pos-
sible that differences in performance among preparers reflect self-selection—that
noncompliant taxpayers are more likely to seek the help of disreputable tax pre-
parers—but this conjecture should be tested.

In 1999, the IRS initiated a large-scale outreach program aimed at tax return pre-
parers who had recently prepared at least 100 EITC returns. During those visits,
preparers (other than national firms, CPAs, lawyers, and enrolled agents) received
one-on-one instruction from Revenue agents on EITC compliance and preparers’ due
diligence responsibilities. Because most EITC claimants use paid preparers, such a
strategy could prevent both unintentional and intentional errors on tax returns
claiming the EITC. The value of this approach could be measured by comparing the
accuracy of trained preparers with similar preparers who did not get training. How-
ever, no data are available yet and it is not clear that the IRS followed up. If not,
they lost an important opportunity to improve compliance without adding extra bur-
dens for low income taxpayers.

The other tool to improve compliance is to strengthen EITC enforcement. The IRS
is about to start a new precertification program for the EITC. This probably would
improve compliance, but also could significantly reduce participation, and might not
save the government much money. The cash assistance programs that you heard
about this morning cost about as much to administer as the EITC, including both
the administration and compliance costs and the revenues lost due to noncompli-
ance, but EITC participation is much higher than participation in direct transfer
programs. (Holtzblatt and McCubbin, forthcoming). So the result of the IRS’s EITC
compliance offensive may be less payments to low income families, including many
who are eligible but deterred by the new hurdles to participation, but little or no
overall budget savings

The proposed precertification program is supposed to be non-intrusive, but it is
not clear how the IRS can accomplish that. How can they determine that the resi-
dency requirement is met in advance, especially for households that are highly mo-
bile? Arguably, it is unfair to single out the EITC. Eligibility for other tax benefits,
such as head of household status and the dependency exemption, also theoretically
require extensive record keeping. Resolving filing status errors would require fairly
intrusive tests, which again might be hard to certify in advance. The fear among
those who care about the EITC is that the precertification strategy is tantamount
to a 100 percent audit rate (in advance) for certain people who claim the EITC.
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There are also real issues in subjecting EITC recipients to a precertification proc-
ess that does not apply to any other tax filers. People do not need to precertify be-
fore taking a charitable deduction for a used car or clothing, even though there is
ample evidence that these deductions are overstated. Sole proprietorships do not
need to precertify that they are not hiding cash from the tax authority before claim-
ing deductions for inventories, rent, and equipment, even though sole props are no-
toriously noncompliant. And so on.

In point of fact, the IRS’s proposed strategy now is to select about 45,000 single
fathers, grandparents, and other adults who claim to care for a qualifying child for
the precertification process. Bob Greenstein (2003a) has documented the ways in
which the precertification requirements create a catch—22 for many grandparents
and fathers who are lawfully eligible for the credit. For example, a grandparent who
leaves her child with a nonlicensed family day care center cannot rely on an affi-
davit from the day care provider or from a relative or neighbor to prove that the
child lived with her for the year. Since most low income people cannot afford expen-
sive licensed day care facilities, this means that many eligible people will not be
able to prove eligibility to the IRS. Add to this the problems of establishing eligi-
bility for people who are transient or have language problems and you have a recipe
for excluding many eligible recipients.

At a minimum, we should check that precertification meets its objectives before
subjecting 2 million or more taxpayers to it.

CONCLUSION

Noncompliance is a serious issue that undermines the tax system and carries a
huge cost in terms of higher taxes on law-abiding citizens, fewer government serv-
ices, and more government debt. The IRS is taking a number of important steps to
improve tax compliance. However, the IRS’s preoccupation with EITC recipients
seems like a poor use of scarce audit resources, that is likely to undermine the EITC
program, and is unfair. It would be better to address the endemic problems in the
income tax at all income levels. EITC compliance, and compliance in other areas,
could also be improved by simplifying the program.
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Mr. WICKER. Questions now by Mr. Emanuel.

Mr. EMANUEL. Dr. Burman, if I get the gist of what you said at
least as it relates to the earned income tax credit, that through
simplification a lot of the $7.8 [billion] or $8 billion that one throws
under the title of waste, fraud, and abuse, would be eliminated;
that, because of the complexity of the actual form, there are other
pieces to this problem, but a good portion—we can net a lot of the
savings that we are looking for by just simplifying the form, mak-
ing it clear.
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We have the credit on the books. It has been endorsed going back
from actually Milton Friedman through Ronald Reagan, through
President Clinton; has in the past, at least until recently, bipar-
tisan support.

But my understanding, the gist of what you basically said, sim-
plicity would garner a good—and do you have a percentage number
on that or a dollar figure on that?

Mr. BURMAN. It is hard to measure the actual dollar effect. Actu-
ally, the Congress enacted last year a provision that would allow
parents to claim their children for purposes of the EITC even if
they are living with someone else, like a grandparent. A lot of peo-
ple couldn’t understand why a mother couldn’t claim the EITC with
respect to her child, but the rules for targeting said the person with
the higher income had to claim the credit.

I asked Treasury how much they could save. It was on the order
of like $1 [million] to $2 million of the erroneous——

Mr. EMANUEL. One to $2 billion you mean?

Mr. BURMAN. One to $2 million returns were related to these
qualifying child errors. I think actually if Congress were interested,
they could simplify the EITC in a way that would vastly reduce
noncompliance. A lot of the problems arise because with we have
combined a program that is supposed to encourage work, with a
subsidy for child rearing. If we actually separated the work subsidy
from the child subsidy, things could be made a lot simpler.

Mr. EMANUEL. Since we only have 5 minutes to have this con-
versation, have you looked at on the precertification—not the EITC
part, but what if we did that on the corporate side, what would
happen?

Mr. BURMAN. That is a good question. We know there is a huge
amount of corporate noncompliance. I mean, there are some large
corporations that have live-in auditors with them, But still there
is a lot that escapes Treasury’s attention.

Treasury actually proposed in 2000, when I was Deputy Assist-
ant Secretary, a whole set of disclosures for tax shelters—and those
have never been enacted into law—that could raise several billion
dollars and reduce tax evasion.

Mr. EMANUEL. I am cutting you off early, only because I have a
few minutes here. But the Wall Street Journal the other day esti-
mated that corporations dodge as much as about $11 billion. Have
there been any studies done out there on how much money has ac-
tually been lost through abusive use of tax shelters?

Mr. BURMAN. A Stanford lawyer, Professor Bankman, I think,
has studied this problem. And he had estimated the overall cost is
like $10 [billion] or $11 billion. There is a problem in actually
measuring the scope of the problem because it is hidden from the
IRS. But we know that when Treasury—when the IRS has actually
found these abusive shelters, they raised tens of billions of dollars
already, things like lease-in/lease-out arrangements where compa-
nies lease city halls in Switzerland back to localities just to avoid
tax.

Mr. EMANUEL. I want to follow up some pieces of questions on
the corporate side. You basically said we have on the EITC a pre-
registry. We haven’t thought about and haven’t looked at it on the
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corporate side. One of the questions on the corporate side is that
we have abuse on the shelter side.

The other point you made was I think on—I want to sum up for
you—is that we have a lot of moneys on the compliance side being
dedicated toward the EITC, yet not equal dollars at all. Could you
repeat the dollar spread or the percentage spread that you had ear-
lier?

Mr. BURMAN. The estimate was that 45 percent of the new com-
pliance money was going into EITC enforcement. The overall en-
forcement budget increased by 3.3 percent while the increase in the
EITC enforcement budget is 68.5 percent.

Mr. EMANUEL. Some of the 3.3, 68 percent is going toward EITC?
Is that correct?

Mr. BURMAN. It is actually 45 percent of the 3.3 is going to EITC.

Mr. EMANUEL. Thank you. Just wanted to make sure I under-
stood. I have no other questions.

Mr. WICKER. Thank you, Mr. Emanuel.

Dr. Burman, let me just follow up on that point to begin with.
I do not doubt your figures that there has been a 68.5 percent in-
crease in the EITC enforcement as opposed to 3.3 percent in the
other aspects. But I guess the more important statistic would be
the base from which that increase began. I mean that, certainly on
its face, is a startling figure. But it also might be because so little
was being spent to begin with on the EITC enforcement. Wouldn’t
that be a better measure?

Mr. BURMAN. EITC enforcement accounts for 3.8 percent of the
total enforcement budget, whereas the measured EITC noncompli-
ance, which is probably an overestimate, is 2.8 percent of the over-
all gap. So it is still disproportionate.

Mr. WICKER. By 1 percentage point?

Mr. BURMAN. Yes.

Mr. WICKER. Now, you say that the IRS estimates that some-
where between 27 and 31 percent of earned income tax credits
were issued erroneously. That does strike me as very troublesome
and very, very high. Is there that high of an estimate in any other
aspects of the IRS compliance?

Mr. BURMAN. Basically compliance is related to the IRS’s ability
to track the data—to track from independent sources. Compliance
on wage income is quite high because of withholding.

Compliance where the IRS has document tracking programs, like
dividends and interest, things like that is also fairly high, although
not as high as for wages. There is very high noncompliance for self-
employment income, at least based on what is now 15-year-old
data. We haven’t been tracking it lately. The noncompliance rate
is the same order of magnitude or even higher. So basically

Mr. WICKER. In other words, your testimony is that for self-em-
ployment, it is around 27 to 31 percent noncompliance?

Mr. BURMAN. I haven’t looked at the data recently, but my recol-
lection is that the numbers were at least 30 percent.

Mr. WIickER. It would be perfectly fine for you to supplement
your answer.

Mr. BURMAN. I would be happy to do that.

[The information referred to follows:]




153

MR. BURMAN’S RESPONSE TO MR. WICKER’S QUESTION REGARDING THE IRS

In 1987 and 1988, the IRS estimated that self-employed people understated in-
come by 32 to 49 percent. Those in the informal sector did so by between 81 and
87 percent. Farm income was also understated by an estimated 30 percent in 1998
(data were not available for 1997).

Mr. WICKER. In terms of loss to the Treasury, is your testimony
that the Treasury loses some $7.8 billion per year because of fraud
or error in the EITC?

Mr. BURMAN. The 7.8 billion actually corresponds to the chart in
the packet. The IRS’s most recent estimate for 1999 is $8.5 billion.
The IRS’s estimate might well be an overstatement of what the
current loss is for a couple of reasons. One, based on a sample of
taxpayers, they basically sent people letters, and said come into our
office for an audit. Everyone who didn’t come in was assumed to
be noncompliant. But these are low income working people who
often couldn’t get away during working hours. Some of the sources
of noncompliance might well have been dealt with through other
IRS initiatives.

The IRS has access to something called the Federal Case Reg-
istry. Basically it is a registry of information from Health and
Human Services of custodianship orders and divorce decrees. And
basically they can track independently whether fathers are living
with their children or not. That was a big source of noncompliance.
And the IRS can now actually disallow a credit to a father who
doesn’t appear to be living with their child.

Now, the other thing is that

Mr. WICKER. What is your best guess if $8.5 billion is an over-
statement?

Mr. BURMAN. I can’t tell you exactly. I am actually not trying to
understate the size of the problem. There is a serious problem. I
don’t have a better estimate. But it is likely to be smaller, just be-
cause of things that have already been done and because of the er-
rors in the study.

Mr. WIiCKER. Now, from the very beginning of your testimony, do
I understand that the total loss to the Treasury in all forms of
nontax compliance per year is approximately $30 billion? Is that
your testimony?

Mr. BURMAN. Actually the total loss is $230 billion according to
the IRS estimates. The $30 billion is Commissioner Rossotti’s esti-
mate of payments that the IRS is due that it is not collecting on.
So these are actually people who have already been identified, peo-
ple that didn’t file tax returns, people who engaged in abusive tax
shelters and things like that, and the IRS is just not collecting the
money. That, to me, seems like it should be easy pickings, and I
don’t understand why we are not collecting that.

Mr. WICKER. That is a very good question. Mr. Neal.

Mr. NEAL. Thank you very much, Mr. Chairman.

Mr. Burman, one of the distinct advantages in this institution of
not having term limits is it gives one an institutional memory and
also an element of consistency in the sense that not only did I not
vote for term limits, I thought it was a bad idea. There is an ele-
ment, as you know, in this House that thought it was a grand idea
at election time but didn’t think it was such a grand idea after they
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had been here for a while, and there is very little attention paid
to what they said and did at the time.

But I want to go into a little bit of statistical data that you used
in your testimony, and I am going to take you to that point about
why an institutional memory is important. You cite a 16 percent
drop in staff over the last decade, while cases with the IRS grew
by 16 percent; a 28 percent drop in field compliance personnel, and
field examiners having been cut by two-thirds over the last 5 years,
with collection cases dropping in half, and criminal cases by two-
thirds over the same period.

At the same time, the newly appointed IRS Commissioner has
quote, “tossed in the towel,” and said private collection agencies
should come in to do what the IRS cannot seem to do. Well, we
have to ask, does this stem from inefficiency in terms of our cuts
to the IRS personnel? And does the advocacy of hiring nongovern-
ment workers to collect taxes make sense?

Now, here is where I take you back to that term limits example.
Our colleague and my classmate, Mr. Hancock from Missouri, did
a credible job some years ago in citing why the IRS needed to have
some changes institutionally made. And Mr. Hancock did a lot of
good work on it. He brought a couple from Missouri, I believe, that
had an age old problem, and we had a chance to meet with them.
And Mr. Hancock was really a very nice fellow, and we had a pret-
ty good working relationship within the Ways and Means Com-
mittee.

But my point is that at that time, 60 Minutes and a number of
other investigative shows did a series of stories on what was wrong
with the notion of bounty hunters going out to collect. That was the
basis. That was the pretext. That was the premise for Mr. Han-
cock’s assault on the IRS, which the House voted overwhelming to
change.

Now, is the argument that is currently being offered that we
ought to return to these bounty hunters, that we ought to return
to those private collection agencies?

Mr. BURMAN. That seems to be the argument. It is a little bit
baffling. Actually one of the problems that the IRS has is that
there were highly publicized hearings, which I am sure you remem-
ber, in which taxpayers talked about ways in which they had been
abused by the IRS. The IRS are doing is, they clearly seems to be
treating taxpayers better. Also, a lot of those stories turned out to
be false as it turned out.

The bad thing is that all of the resources for answering people’s
telephones, making sure that people got proper service from the
IRS, came from reducing compliance, and at the same time they
are cutting staff overall.

It doesn’t seem to me to make a lot of sense for the IRS to lose
control of the process of collection, which has to be one of the
touchiest aspects of its dealing with taxpayers, and cede it to pri-
vate collections agencies. I don’t see how they can control them.
And it is very important that people believe that the tax system
is administered fairly, and the IRS has to be responsible for how
its interactions with taxpayers go.
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Mr. NEAL. Well, the enthusiasm for the term limits advocates,
that turned out to be false as well. I run that point by you. You
don’t have to comment on that if you don’t want to.

But let me speak also about the concerns that——

Mr. WICKER. If the gentleman would yield.

Mr. NEAL. Am I out of time?

Mr. WICKER. If the gentleman will yield—I just wanted to inter-
ject that he and I are unanimous both in our admiration for Mel
Hancock and also our longstanding opposition to term limits.

Mr. NEAL. I thank the gentleman. I thank the gentleman for
that, but I think one could argue that the majority today in some
measure is the majority because they embraced the term limits no-
tion, only not to abide by it once they became the majority. Or, to
better state, that they really liked it, but since it had not become
law, they felt that they had to stay for the good of the institution.

Mr. WICKER. Well, the gentleman is entitled to make his point.
But I was never a devotee of that particular concept, and never ran
on it. I am glad it didn’t pass.

Mr. NEAL. Well, I am most appreciative of the chairman’s posi-
tion in this instance, but I think you could make the case that it
was an item in what was also known as the “Contract With Amer-
ica.” I think that was the cornerstone of the contract. In fact, the
author of that contract proposed that there be a 12-year limit for
Members of Congress, even though at the time he had been here
14 years when he proposed it.

So I think it—just in terms of raising that collective memory that
we have. Mr. Chairman, since I yielded, will I be able to use an
extra minute or so here?

Mr. WICKER. Absolutely. The gentleman can use several extra
minutes.

Mr. NEAL. I thank the gentleman.

We are dedicating a large number of resources to pursuing this
whole notion of the earned income tax credit. Do you have any idea
what sort of resources are used against corporate taxpayers? Just
last week, we heard about some action being taken against some
of the accounting houses that were offering apparently a false
premise for some of the tax shelters that they had advised clients
that they should take advantage of.

And, more broadly speaking, do you have any idea of what sort
of resources are being devoted at the IRS to cracking down on
those companies that kind of move off-shore for the purpose of
avoiding American corporate taxes?

I know some of it you can argue is legal. And despite the fact
that I was assured that there would be a vote in this institution
on that a year ago, and I haven’t gotten that vote yet. But do you
have any idea how many employees are devoted to tracking down
some of those companies who move money back and forth in an ef-
fort to avoid the long reach of the IRS? I assume individuals
couldn’t get away with saying that they don’t owe taxes by opening
a post office box in Bermuda.

Mr. BURMAN. Until a couple of years ago, the IRS didn’t even
have a compliance program for corporate tax shelters specifically.
I think that one of Commissioner Rossotti’s last acts was to set up
a group that would do that.
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I don’t know how many employees are involved, but I know that
the overall level of corporate tax audits has declined markedly over
the last decade. In 1993, 3 percent of corporate income tax returns
were audited. By 2001 it was less than 1 percent, despite the fact
that over the course of the decade, as you know, there was an epi-
demic of corporate tax shelters. So the IRS is seriously outgunned
in this area.

Mr. NEAL. Have you picked up any information that would indi-
cate that the IRS is developing any new plans to scrutinize some
of these proposals?

Mr. BURMAN. I know the IRS has started a new corporate tax
shelter compliance program within the IRS that they didn’t have
before. If you would like, I can find out more about it and I can
get back to you.

Mr. NEAL. That would be helpful.

[The information referred to follows:]

MR. BURMAN’S RESPONSE TO MR. NEAL’S QUESTION REGARDING THE OFFICE OF TAX
SHELTER ANALYSIS

thHere ifi the IRS description of its Office of Tax Shelter Analysis, submitted for
€ record.

The Office of Tax Shelter Analysis (OTSA) was established in 2000 as part of the
Large and Mid-Size Business (LMSB) Division of the IRS. The office serves as focal
point for efforts to gather and analyze information relating to tax shelter activity
and to coordinate appropriate responses. Their work includes: collection and anal-
ysis of tax shelter data, including registrations and disclosures required by Treasury
regulation; analysis of current and emerging tax shelter transactions; technical sup-
port to the field; coordination of strategic actions for the many functional units in-
Zolzed in combating abusive shelters; and serving as public “hotline” point of con-

act.

OTSA has a full time staff of nine people. Additionally, there is a tax shelter ana-
lyst in each of the five LMSB industry offices.

Source: IRS Announcement 2000-12, March 2000; Henry B. Holmes, LMSB Com-
munications Specialist

Mr. NEAL. Thanks to the chairman. Thanks to a long career.

Mr. WICKER. Four terms under my belt so far.

Let me just ask a couple of follow-up questions. And I will also
say to our witness that we—the members of this committee are
scattered to the four winds, and we mean no disrespect by the fact
that it is only down to two of us.

You mentioned the complexity of the EITC system. Could you de-
scribe that to me, what is complex about filing for the earned in-
come tax credit?

Mr. BUuRMAN. Well, I have actually prepared a number of returns
for low income people, and I will tell you that even though I am
supposed to be an expert on this, I get confused every year. I mean,
the rules are aimed at making sure that low income people claim
children who live with them for at least half of the year and that
the people themselves are eligible for the credit.

There are tests that have to do with citizenship, with whether
you and your child are living in the United States or not. The defi-
nition of a child for purposes of the EITC are different than the
definitions that apply for other kind of child subsidies, like the
child tax credit, and the dependent exemption.

There actually is a proposal in the Senate—the Senate version
of the provision that would allow low income working people to
take the child tax credit—that includes a provision that would
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make more uniform the definition of a child across these different
programs. It was a proposal made by the Treasury Department.

Part of the problem, low income people have is just documenting
things like that they live with their child. They move around a lot.
They are more mobile than higher-income people. A lot of them are
homeless. And to claim the credit, you have to be living in the
same home as your child for at least half of the year.

Mr. WICKER. A lot of recipients of the earned income tax credit
are homeless?

Mr. BURMAN. For part of the year. They are moving around. I
have done tax returns for one or two people who said that for a
portion of the year they were living in a homeless shelter with
their child, working poor people who are eligible for the credit but
are just moving around a lot. I have done tax returns for people
who said that for 2 months of the year they were living with an
aunt, for another 3 months of the year they were living with a boy-
friend; you know, for 4 months of the year they were living some-
where else.

Basically these are people—some of them are people on the edge,
who are doing what they can just to provide a roof over the head
of their child. They don’t have checking accounts. We can sort of
verify things. We can verify our financial arrangements by just
looking at our check register. A lot of these low income people don’t
have checking or savings accounts.

You know, the rules have gotten a little bit simpler. There used
to be this AGI tie-breaker test, so if you lived with a higher-income
person you might become ineligible for the credit. And actually the
AGI tie-breaker test still applies in the case where the mother
doesn’t claim the credit or isn’t taking care of the child.

Just as an example, the IRS has proposed that people who would
be subject to this percertification program should have to prove
that the child lives with them for at least 6 months of the year.
And they would target grandparents and fathers. I think there are
serious problems in just going after men and not women. In the
case of a grandparent or a father, if the grandparent has the child
staying with a neighbor while she is working, she doesn’t have any
way of certifying eligibility to the satisfaction of the IRS under this
new program. Neighbors are ineligible and noncertified child care
providers are considered ineligible, because I think the IRS is con-
cerned that these people would file an affidavit that was false.

But the problem is, if you don’t have money, if you are not writ-
ing checks to people, your kids aren’t in the same school for the
whole year, it is going to be hard to get one of the eligible entities
to verify that the child is actually living with their parent or grand-
parent or whoever.

Mr. WicKER. Well, if the process is anywhere near as complex as
your answer was thorough, then it is complex.

How many pages must one fill out to get the EITC?

Mr. BURMAN. I think it is just a one-page credit worksheet, but
the IRS has actually prepared a little pamphlet that people can go
through to determine eligibility.

Mr. WICKER. There is an entire pamphlet about that one tax
credit?

Mr. BURMAN. Several pages in the instructions.
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Mr. WIckeR. OK. Now, I know all of this is tax compliance, But
there is no question that EITC is a form of social welfare. And you
have cited a number of people who cited—who feel that it is a very
good form of social welfare. Do you have any comparison with the
compliance costs for EITC as opposed to compliance costs for other
forms of welfare in our Federal Government? Are we putting way
too much emphasis on EITC, or is it about the same as in the other
departments of the Government?

Mr. BURMAN. Actually, one of the big advantages of the EITC is
despite the complexity that I talked about, it is a lot easier to deal
with than food stamps or TANF or something like that. Food
stamps, you may have to go to a welfare office once a quarter, or
sometimes even more frequently, to fill out your certification forms.

Mr. WICKER. So in terms of compliance, we may be spending an
even larger proportionate amount on other forms of social welfare?

Mr. BURMAN. The two Treasury economists, Janet McCubbin and
Janet Holtzblatt, wrote a paper that is going to be in a book pub-
lished sometime this year, I think. And they compared the overall
cost of food stamps with the cost of the EITC. And they find on food
stamps they spend a whole lot more on compliance activities, keep-
ing those welfare offices running, and the level of abuse seems to
be lower. So they lose less from abuse.

In the case of the EITC, there seems to be a higher error rate,
but the compliance costs for the IRS and for taxpayers for the low
income families is lower. And EITC participation is a lot higher
than it is for other programs. One of the big advantages is that a
lar%e percentage of the people eligible actually manage to get the
credit.

That is less true in the case of programs like food stamps and
TANF. And it is because there is no welfare stigma associated with
it; you can get the credit just on your income tax return.

Mr. WICKER. We have a vote going and I want to get in two other
quick questions. Could your statement about complexity also apply
to the IRS code in general? And, is part of the reason for non-
compliance in the system the complexity of the entire tax code?

Mr. BURMAN. Absolutely.

Mr. NEAL. Mr. Chairman. Will you yield?

Mr. WICKER. I will be happy to yield.

Mr. NEAL. Mr. Chairman, in 1995 that was one of the promises
if you recall, simplifying the tax system. And the words I think at
the time were, we are going to “rip the tax code out by its roots.”

Mr. WICKER. We are going to have a debate about the Contract
With America?

Mr. NEAL. Well, I am only pointing out that the majority at that
time said that they were going to do that, they were going to get
that done. Here we are 8 years later, and we probably had in Ways
and Means two hearings on tax simplification, and we are no closer
today to clearing up tax code complexity. What you have said is
very accurate.

Mr. WICKER. I would absolutely agree that tax simplification has
proved to be a tougher nut to crack than about anything we ought
to be doing. It seems like whenever we go back and even try to
lower taxes on individuals and businesses to try to encourage eco-
nomic growth, even that ends up making the system more complex.
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I take it that my friend, Mr. Neal, is a member of Ways and
Means?

Mr. NEAL. Yes.

Mr. WICKER. I am not. But I hope you will continue to push for
tax simplification.

Mr. NEAL. Well, one of the easiest things to do rather than cut-
ting taxes, we perhaps could have simplified the tax code and then
we could have figured out where to go with the next proposal.

Mr. WICKER. I eagerly await your legislation on that.

Mr. NEAL. Thank you.

Mr. WICKER. One final question. Have you assessed the cost to
the private sector of additional compliance agents? And I realize
you might think that it is a defensible cost to the private sector,
But when you send out more agents to do audits, and businesses
or firms or individuals that are in small business have to hire
someone to help them work through the audit, isn’t that—clearly
that will increase the cost to the business and the private sector?

Mr. BURMAN. I don’t think anybody has actually measured that
cost. I think there is clearly a trade off. You don’t want to have a
system where everybody is audited, even though that would be a
way to maximize compliance. There has got to be a balance. And
my view is just that the balance is out of whack.

We have got 30 billion that we know is owed to the IRS under
the current system and we can’t collect the money. Clearly we
ought to be doing that. I think there are areas where we know that
there is high noncompliance, not just the EITC. The IRS ought to
be targeting additional resources. The money that people aren’t
paying there means more tax burdens for everybody else, and that
is just not fair.

Mr. Wicker. Well, Dr. Burman, I think you have made some
very excellent points in your testimony today. I appreciate it. I
would simply suggest that perhaps the Urban Institute might want
to at least explore the costs to the private sector in sitting down
with all of those auditors and oftentimes proving that, in fact, the
taxpayer is honest.

Mr. BURMAN. The ideal thing is, you would like the auditors just
to be able to collect information without hassling the taxpayers, to
be able to find with a high probability the people who are not com-
pliant, and to leave the compliant people alone.

Mr. WICKER. On behalf of the committee, I want to thank you
very much. We have a vote now and there are 6% minutes left.
And so I do thank you, and at this point, I will adjourn the hear-
ing.

[Whereupon, at 1:45 p.m., the committee was adjourned.]

O



		Superintendent of Documents
	2013-01-25T11:39:58-0500
	US GPO, Washington, DC 20401
	Superintendent of Documents
	GPO attests that this document has not been altered since it was disseminated by GPO




